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PREFACE 


Although this hook -was written with the object 
of explaining the intricacies of Indian Currency 
and Exchange in language as simple as possible for 
the enlightenment of the general public, it may, I 
hope, prove of some use also to college students 
beginning their courses in economies. It is a matter 
for gratification that the Government of India has 
kindly undertaken to offer it to the public at a price 
which would hardly have been possible through 
private agency. It should be clearly understood that 
the opinions expressed are entirely my own, and 
that publication by the Government Press does 
not imply that the matter contained in the book has 
any official status. 

Several chapters were written in Simla during 
the summer of 1920, and the remainder during the 
later months of the same year in Allahabad. Fun- 
damental changes were being made in the currency 
system as I wrote ; and the copy had left my hands 
for the press before the amalgamation of the 
Presidency Banks took effect on the 27th January, 
1921. These facts must be my excuse for the in- 
adequate treatment of the Imperial Bank, and the 
relative prominence given to the events of 1920. I 
regret the delays in proof-reading and in printing 
which have kept the volume unduly from the public. 

To the Hon’ble Sir Malcolm Hailey and officers of 
the finance Department I am indebted for muph 


information and assistance, which has greatly- 
lightened my task, especially 7 - in the collection of 
statistics and illustrative material. I should like 
also to acknowledge the assistance given me by 
Mr. I). S. Dubey, M. A., Lecturer on Economics at 
the Ewing Christian College, and lately Scholar in 
Economics in the University oi Allahabad 

The reader who wishes to follow the subject to a 
more advanced standard may with advantage refer 
to the boobs and Government publications, of which 
a list appears in Appendix V. 


H. S. JEVONS. 


Allahabad, 

25th November, 19 2 L 


Postscript. 

I have taken the opportunity offered by a final 
proof to add a few words about the condition of 
exchange in 1921 and 1922. 

TT S. JEVONS. • 


Allahabad, 
31st May, 1922 . 
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INDIAN MONEY AND WEIGHTS, 


For large sums of money the Indian system of numbers 
is used : — 

I lae (lakh) = lOO.OOU; written l,0U,0<m. 

1 erore {her) = 10,000,000 ; written 1,00,00,000. 

1 crore = 100 lakhs. 

Currency Units. 

12 pies = 1 anna. 

16 annas =* 1 rupee. 

The pie, one-twelfth of an anna, should be distinguished 
from the “ pice ” which is 3 pies or one-fourth of an anna. 
The pice is a current copper coin, but is not money of 
account. 

' Weights. 

5 tolas = 1 ehattaek. 

1 6 chattaeks = 1 seer. 

40 seers = 1 maund. 

1 tola weighs 180 grains (English), and 1 maund weigh* 
82|- lbs. The seer is equal to 2-0572 lbs., or just under 2 lb*. 



MONEY, BANKING AND EXCHANGE 
IN INDIA 

CHAPTER I 

THE ORIGIN OF MONEY 

Money is something we are all familiar with, 
because every day we handle it in all the common 
business of life. We are paid for our work in 
money, or we sell the produce of our fields for 
money. We go to the bazar and pay out rupees, 
annas and pice to buy the things we require. We 
are so familiar with money that we think that we 
know all about it ; but there we are wrong. Many 
strange things were brought about by the recent 
great war ; and the disturbances in the money 
used by the people in all countries of the world are 
one of its most puzzling results. The war has 
shown that, whilst we know very well what a pice 
or a rupee is, most of us do not know what will 
happen if the quantity of money in the whole 
country changes, and we do not know what it is that 
causes the prices of goods to change ; so that whilst 
a rupee would buy 12 seers of jowar before the war, 
or 8 seers of gur, it will now buy only 7 seers of 
jowar or 5 of gur, or less. 
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' When we come to think about money in the mass, 
that is to say, all the money used by all the people 
in India, we find that it is far from simple to under- 
stand. Government has made itself responsible for 
coining all the money wanted in the country, be- 
cause thereby it confers a great benefit on the 
people. At certain times during the war much 
difficulty was experienced in -providing sufficient 
coins of different kinds to meet the demand of the 
people, and it was necessary, therefore, to study 
very carefully the question of the nature of money 
and to discover the reasons for changes of prices 
which seemed to take place without anybody doing 
anything to make them change, or knowing why 
they changed, ; : 

This book has been written to explain what 
money is, why Government makes the money for 
the whole country, and why it has been obliged to 
make certain changes as the result of the war. The 
later chapters will answer the question why prices 
have risen. 

Money is needed in order to facilitate the ex- 
change of goods. We always want to give away 
things of which we have plenty in order to obtain 
other things of which we are in need. If we do 
hot possess goods which we arc willing to part with, 
then we work for some employer and obtain in 
exchange the food and other necessary things of 
fifa In former days in some parts of India there 
was no sneh thing as money. Exchanges were 
generally made in terms of grain, and a man’s 
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■wages could be paid only in grain, just as they are 
still so paid in many villages at the present day. 
But it was very inconvenient to make all purchases 
in grain. If a man wanted to buy a cow, he had 
to find a man who had a cow, and who wanted much 
grain ; and he had to measure out to him some 
hundreds of seers of grain in payment for the cow. 
There being no money, a rich man was one who 
had many cattle, or great stores of grain. How- 
ever, nobody wanted to keep great stores of grain, 
more than he and his family could possibly eat ; and 
so men exchanged grain for other things which 
were useful or beautiful, such as brass and iron, 
or silver and gold. It became the business of some 
men to take the ores of these metals out of the 
ground, and of other men to obtain the metals 
from them by fire ; and in exchange for these 
metals the workers received payment in grain, on 
which they lived. 

Everybody likes to have iron and brass because 
they are useful, and gold and silver because they 
are beautiful. If a bania, for example, wanted to 
buy salt from a distant place to sell in his village, 
he could not send grain a long distance, perhaps 
two or three hundred hos, because it would cost 
too much to carry grain so far. He would there- 
fore exchange some grain with somebody who had 
silver or gold, and he would send that silver or 
gold all that long distance to give it in exchange 
for salt to the people who make salt. Those people 
Accepted the gold and silver gladly because they 
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could always find somebody to give them grain in 
exchange for it. There were no coins, of course, 
in those days, and silver was either in lumps or 
bars or was made into jewellery. The gold also 
was either in little bars or ornaments, or was merely 
in the form of dust tied up in little bags— just 
as it was obtained from the river bed by washing 
the sand. It was difficult to measure accurately 
a quantity of gold or silver in these forms. The 
man who was sending silver to buy things had to 
weigh it out carefully in scales, and the person 
who was receiving it also had to weigh it. Not only 
was this very troublesome, but disputes constantly 
arose as to the true weight of the gold or silver. In 
order to save people time and trouble, and particu- 
larly so as to prevent disputes, it became the custom 
a long time ago for the king or ruler of the country 
to have gold and silver cast into the form of small 
bars which were then stamped with the king’s 
special seal. These bars being always the same 
weight could be counted out in order to make up the 
quantity agreed upon for the purchase of the goods. 
Ill-disposed persons used to cheat by rubbing some 
of the metal from the bars; and others made imita- 
tion bars of metal of inferior fineness and imitated 
the king’s seal. It became necessary to regard 
these as very serious offenders, and in many 
countries they were punished by death. 

, V The. king found it very troublesome to enforce 
the laws to prevent people from reducing the 
yreight of the bars of gold and silver ip, one way 
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or another, because they could easily do so without 
damaging the impression, of the king’s seal ; and 
it was through the effort to prevent fraudulent clip- 
ping and rubbing of the bars that coins were in- 
vented. 

The first idea was to make the gold and silver in 
square flat plates instead of bars, and the' seal 
was made square and large enough to fit over the 
whole of one side of the plate of metal. Many of 
the Moghal coins were square ; and the Gorakh- 
pur! pice, which are still in use in many villages 
of the United Provinces, are a relic of this kind of 
primitive coin. Square coins are not convenient, 
however, and they tend to wear away at the cor- 
ners, so the next idea was to make them round, and 
a round seal of the same size was impressed all 
over one side. This left the other side without any 
impression, so that evil-disposed persons could still 
reduce the weight by rubbing. Hence merchants 
still found it necessary to weigh the coins lest they 
should bo defrauded. Hence arose the practice 
• of having a design stamped upon both sides of the 
coin. For many centuries these were the best coins 
that were put into circulation ; but it was still 
possible to make a little profit by rubbing gold or 
silver off the edges of the coins, and this led to the 
practice of protecting the edge of the coin by what 
is called “ milling.” > 

If you look at a rupee you will see that on one side 
is a design with the head of the King-Emperor, on 
the other side is a design and the [words “ gira 
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btjpee ” in English and Urdu, whilst the edge is 
roughened with straight lines drawn aeross it, so 
that if any of the metal were to be rubbed or cut 
off, the smooth surface would be easily seen. The 
rupee when it is coined in the mint is made so that 
its weight is exactly one tola ; and we know that 
if the design on the front or back, or the milling on 
the edge, has been rubbed away, it must weigh less 
than one tola. So long as the original design can 
be seen, the weight has not been much reduced, 
however, and for all practical purposes it is still a 
good rupee. 


CHAPTER H 

COINS AND CURRENCY SYSTEMS 

In the last chapter we saw that coins were made ' 
for the convenience of having the precious metals 
divided into pieces of fixed weight. They were 
stamped with a design in order to prevent frau- 
dulent reduction of weight, sueh as took place when 
bars or ingots of metal were in circulation. The 
very great convenience of coined money has led to 
its universal adoption in all countries. Coins are 
usually round and flat like the rupee or the pice ; 
but they have been made of other shapes, such as 
square and oval. For many centuries past coins 
have been made of three metals — gold, silver and 
copper ; but the copper is sometimes used in the 
form of the mixtures bronze or brass. Tn recent 
times nickel has come to be largely used in many 
countries in place of bronze for coins of small value. 

In every civilised country in modern times a 
number of different coins of different values are in 
circulation together. These have certain relations 
to one another which are fixed by law ; and these t/t 
coins in their relationship as established by Govern- j \ 
ment are spoken of as the t( currency system ” of a 
country. The coins composing a currency system 
usually consist of three or four metals— gold, silver, 
pickel and copper or bronze, 





s 


COINS AND CURRENCY SYSTEMS 


We must now understand two words indicating 
the legal relations of coins, namely, standard 
and token money. A. coin is said to be standard 
money when it is freely coined by Government in 
unlimited quantities as required. The factory in 
which coins are made is called a “ mint.” Gov- 
ernment may either coin the bullion which it pur- 
chases by giving coined money in exchange, or it 
may allow its mints to be open for flic making of the 
standard coin, either of gold or silver, from bullion 
brought to the mint by private persons. A smalt 
charge is usually made for assaying the metal 
before accepting it, and for coining. The essential 
part about standard money is that Government 
undertakes to coin it in unlimited quantities if 
bullion is brought for that purpose to the mint. 
The standard coin is simply a small round piece of 
bullion made always of exactly the same weight, and 
certified both as to its weight and fineness hv the 
impression upon all parts of it being sharp and clear. 
Standard coins cannot therefore differ in price from 
bullion of the same metal excepting only by the 
cost of coinage. Small jewellers and others who 
cannot purchase bullion in the market find the 
melting up of standard coins the easiest way of 
meeting their requirements. 

In nearly all countries of the world the standard 
coins consist of gold, and ihese countries are said, 
therefore, to have the gold standard. Unfortun- 
ately. most countries have adopted standard 
(joins of differing weight and fineness. The 
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.English sovereign weighs 123.274 grains, and con- 
sists of gold eleven-twelfths fine, so that the weight 
of pure gold which it contains is 113.0016 grains. 

Since there are 480 grains in one ounce Troy, the 
unit in which precious metals are bought and sold 
in England, we find that there are 3.894 sovereigns 
minted from one ounce of standard gold ; and this * 
gives what is called the “mint price ” of gold, 
which, stated in pounds, shillings and pence, is ! 

£3 17a. 104d. When we compare the standard coins 
of different countries we do so on the basis of what y ; 
is called the “mint par” or “parity,” which •/"' ./] 
simply means the number of standard coins of one' -\j 
country which is equivalent in weight of pure gold ' ■ 

to the standard coin of. another country. Thus the 
weight of a franc in France is 4.4804 grains: and 
this divided into 113.0016 grains-gives 25.2215 as the 
number of francs which are equal to one sovereign. 
Similarly the gold dollar of the United States con- 
tains 23.22 grains of pure gold, and the'mint par, or 
“ parity of exchange,” is $4.8667 equal £1. 

Token money, on the other hand, circulates only : 

by force of law and custom ; and it differs from ' . 

standard money in two essential features. In the 
first place it is made so light in weight that its : 

intrinsic value as bullion is much less than the value ' j 
for winch the law says it shall be accepted. The ^ j 

token coin in' fact merely represents a certain frac- j 

tional part of the standard com, one-quarter, bne- j 

©ighth, or perhaps one-twentieth part, so that the- I 
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actual quantity of metal it contains does not matter*, 
i , + f cond ^sential feature of token money is 
lv la f. .® ^antxty coined and issued must be strict- 
7 muted to the requirements of the public. A 
"T m ***** o£ small cteigo is wanted ovorv- 
ere m town or in country. If there is too little 
moi J® y m cirei:ll ation, people find difficulty in 
thinn-f fn ange f ld buying sma11 quantities of 

tear mJ ® V ®7 day USe> and morelia nts in the 
tear mai ce , charge for changing the larger coins. 

Put inf 0 1CT l ! md ’ lf there is to ° muel1 small money 
Lv W» flf it -thou 

, c ’ , lty md ^ troublesome to carry about 

it mav foirf 1 ? ° |! ass d 011 to °&ers. Consequently 

ago a 

tenth of ) ? Wlle11 p5eees representing the 

sucteastnn° f-i , ii G s * andard c °in) were issued in 
and thov / ^ * •' . tbut peopIe lla d too many of them 
ZhZiT^ u faCt WOrth “»* than the 

•»«y rtfch Uta V My ° f , "° Sma)1 

™S c JT?'7,!” s i,! "** «»« ii, „ 

SwV’f^f 1,0 t "“ <fcr - is sal, I 

» lomul l0 ' ; "A . "I ' vl ’“ “ " mm 
offered to him 1 m • • ltlH ‘ ,aellou ° r a <kii, t if 
alwava t™ I 1 T “ «- silver rupee has 

BnsHsh t ev t0 a “ y wn »"” t - ' ™o 

In 1893 butlhe? T,,®^ Iegal k '" a “' 1,1 1 u Jlai 
■"! — 1 U e 4toA “» SOW piece of Hie United 1 
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States is not legal tender, nor is the “ halli sicca 
rupee ” of Hyderabad State. The _ subsidiary coins 
are limited legal tender, that is to say, they xnay 
be tendered up to a certain sum only. If a debt 
is above that amount, the creditor can refuse to 
accept more than the limit in the settlement of 
any one debt. 

It was explained above that a standard coin is 
really a small piece of bullion, the weight and fine- 
ness of which has been certified by Government. 
Goins in their circulation pass constantly from 
hand to hand ; they are thrown into boxes and 
shaken together in bags in the course of being 
carried from place to place. In this way coins 
suffer from wear, that is to say, a small amount of 
the metal is rubbed off the surface and disappears 
as dust. When coins are much worn, the impres- 
sion is indistinct on both sides and the edge is 
rounded. At the same time the weight of the coin 
is reduced. The natural wear of coins in circula- 
tion cannot be prevented, but fraudulent reduction 
of weight, which is sometimes practised, is punish- 
able by law. Now that coins are produced with a 
design perfectly executed, it is easy to detect if 
some of the metal has been filed or rubbed off, but 
in former times it was not so easy to detect this 
means of defrauding the public. A small amount 
of gold and silver was rubbed off each coin, and 
these were then passed on into circulation, their 
value being the same as before in making payments 
.to the public for purchasing goods. 
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Now, the advantage of coins is that the trouble 
of weighing gold or silver is avoided and payments 
are made by the simple counting out of coins. 
Money circulates therefore by “t ale, ” or number 
of corns, everybody accepting the coin as of full 
weight. If coins in circulation become much 
reduced in weight by wear or by fraudulent 
practices, there comes into operation what Is known 
as Gresham’s Law. This is a statement of the 
generally observed fact that full weight and light 
weight standard money of the same denomination 
cannot circulate together. Although the public may 
treat full weight and light weight coins as being of 
the same value, and generally must do so, there are 
men whose profession it is to deal in money and in 
gold and silver, to whom full and light Weight coins 
are very different. A few men belonging to the 
class, of shroffs, banias, goldsmiths and silversmiths, 
find that they can derive a profit by abstracting 
the full weight coins from circulation and passing 
on the light weight coins. Bemembering that we 
are considering standard coins only, we see that it 
is only the full weight coins which are fully worth 
their bullion value : the others are in a very slight 
degree token coins. Consequently, the full weight 
coins are selected and melted up into bullion, or are 
exported to foreign countries, where of course they 
are dealt with by weight and treated as bullion. 
Obviously, if rupees were still standard coins in 
India, a man importing goods from China would 
Bglegt 10,000 full weight rupees rather than 10,000 
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light weight rupees, because he would lose 2 or 3 
per cent if he sent light weight coin to China. 

Exactly the same consideration holds if standard 
coins are put into circulation, of which some con- 
tain less pure metal than others. Suppose that 
some standard coins were issued of which 15 annas 
was pure silver, whilst other coins of the same total 
weight and the same nominal value contained only 
14 annas pure silver. Obviously, it is the coins 
containing 15 annas silver which would he melted 
up and exported, and the metallic currency would 
eventually consist almost entirely of the less valuable 
metal. 

We can thus state Gresham’s Law in general 
terms, that “bad money always drives out good 
money.” It follows also that good money cannot 
drive out bad money. Many kings and govern- 
ments have found to their sorrow and dismay that 
any attempt to improve the coinage by the issue 
of many new and full weight coins only resulted in 
their immediate disappearance from circulation. 
It was these new coins that were always melted and 
exported, the light weight and debased coins being 
left behind. If the coins in circulation have become 
much worn, the only way in which any government 
can improve the circulation is by withdrawing the 
light coins and issuing full weight coins in exchange 
i for them. The loss must be borne by Government, 

for if it were to accept light weight coins only by 
weight, people would avoid bringing them to the 
Government treasuries, All civilised governme nts 
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make a practice, therefore, of withdrawing light 
coin, from circulation and bearing the loss entailed 
in melting up the light coins and re-coining them. 



CHAPTER III ; l 

DOUBLE AND SINGLE STANDARDS 

Lsr former centuries silver coins were the stand- 
ard money in nearly all countries of the 
world. The only token money consisted of copper 
coins. Gold was coined in many countries and 
gold coins were in circulation to a certain extent. 
The gold coins were also standard money, because 
they were coined to an unlimited extent, and were 
always worth their Intrinsic value as bullion. In 
those days, both in Europe and in India, both gold 
and silver coins could be melted up for bullion with- 
out loss. In certain countries a legal rate of ex- 
change between the gold and silver coins was fixed 
from time to time by ordinance ; and in such count- 
ries there existed then what is called the “ double 
standard.” Much difficulty arose, however, from 
this system of having standard coins of two differ- 
ent metals, both gold and silver, in circulation at 
the same time, because the rate at which they ex- 
changed for one another was liable to sudden fluc- 
tuations in accordance with the price of silver in 
terms of gold, or, what comes to the same thing, 
the price of gold in terms of silver. 

% ^ This was the state of affairs in India before the 

: year 183 5. Besides the various silver coins, there 

were different gold coins in circulation, known as 
pagodas and gold mohurs. A pagoda was a. very 
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small gold com about the size of the silver four- 
anna piece. The gold molxur was a much larger 
coin covered on both sides with inscriptions in the 
Persian character, and of about the same weight 
as the modern silver rupee. Those gold coins used 
to exchange for the different kinds of rupees at rates 
which varied from time to time according to the 
scarcity or plenty of gold and silver. The English 
Governor would fix the rate of exchange between 
the gold and silver coins, but the Nawab of Areot, 
the Nizam of Hyderabad, and the French Governor 
at Pondicherry, would fix different rates, each 
according to the plenty or scarcity of gold or silver 
in his territory, the rate being' altered so as to 
attract the kind of money desired. The rate of 
exchange actually depended a great deal upon which 
kind of metal: the cultivators preferred for jewellery 
or hoarding, on the requirements of the merchants 
who wanted to send money for long distances, and 
on the occasional large disbursemeiits? of silver by 
the Mughal and European armies. In times of 
internal warfare, when the soldiers and the tax 
collectors took all visible wealth, gold was in greater 
request than silver, because, for a given value, it 
occupied loss bulk and could bo the more easily 
hidden. In peace times, however, the cultivators 
preferred silver for jewellery. 

The foreign trade of the English, French, Dutch 
and Portuguese was sometimes bringing silver into 
the country, sometimes gold, and sometimes tak- 
ing away gold in payment for goods. For all 
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these causes one metal or the other was frequently; 
getting scarce in a particular territory ; so the rate 
of exchange would be altered to attract the metal 
back again. It was only the professional money, 
changers and banias who understood the rates of 
exchange between all the different coins, and be- 
came aware punctually of the changes in the legal 
rate between gold and silver. The unfortunate 
cultivators and the ignorant public in general were 
therefore constantly being cheated. Unscrupulous 
money changers would deceive them, because it 
was very difficult for the ordinary person to find 
out what was the true rate of exchange existing 
at the time. 

Exactly the same state of affairs existed in Europe 
two hundred years ago. In England it was 
brought to an end by adopting the single standard 
system and making gold the only standard coin. 
Such a ratio was fixed for the silver coin that it 
became a token. The first step towards this was , 
when the guinea was rated at 21 shillings in the i 
year 1717. As this was rather higher than -the ' 
market price of gold in terms of silver (which was , 
about 20f shillings for the guinea), it became ad- j 
vantageous to pay for goods imported into England j 
by exporting silver rather than gold, so that f 
England came to have mainly a gold currency. 
There were naturally slight fluctuations from time 
to time in the market ratios of gold and silver, hut 
the double standard system continued throughout , 
the eighteenth century. Duri ng the Nap ole onic 
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wars, the silver currency became very scarce, only 
light weight coins remaining in circulation, which 
is an example of the operation of Gresham’s Law. 
In 1816, after the end of the long European wars, 
it was decided io reform the English currency sys- 
tem. and the present system was adopted, in which 
gold is the standard metal and the sovereign the 
standard coin. The weight of the shilling was 
reduced slightly relatively to the sovereign so 
that at the legally established ratio of 20 shillings 
to one sovereign, the shilling became definitely 
a token coin ; that is to say, it was worth more 
as representing the twentieth part of one sove- 
reign than as a piece of silver bullion. The gold 
sovereign could in fact then buy silver bullion 
equal in weight to 21 or 22 shillings. This change 
was made in order to protect the currency against 
the possible rise of the price of silver, which would 
lead to its being exported again. That was how 
the English Government finally settled the diffi- 
J culty of the constantly fluctuating rates of exchange 
\ between gold and silver. 

The Indian Government, however, found differ- 
ent circumstances prevailing, and adopted a 
different plan. At the prevailing rate of exchange 
between gold and silver, gold lmd already be- 
come Very scarce relatively to silver in southern 
India. At the same time there was great confu- 
sion in the silver currency. The standard money 
in the north of India had always consisted mainly 
of rupees, but these were of somewjmt different 
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weight in the different provinces. In 1818 the 
Madras Government adopted a silver rupee weigh- 
ing one tola (180 grains) as standard, which was in 
fact exactly the same as the present rupee in weight 
and fineness. The other parts of India had rupees 
of various weights and fineness. When trade 
took place between different parts of India, cal- 
culations had to be made according to the kind of 
rupee in which the price of the goods was to be 
paid, for rupees of various kinds were used in pay- 
ment, and they had therefore to be weighed, and 
were simply treated as silver bullion. This con- 
fusion was ended in 1835, when the Government of 
the East India Company passed an ^.ct which made 
the Madras rupee the only standard coin through- 
out the whole of India. Ever since that day these 
rupees alone have been coined. By the same Act 
gold was de moneti zed and gold coins were no longer * 
legal tender money. Silver rupees alone were ac- 
cepted in payment of revenue and other Govern- 
ment dues. Thus the single silver standard was 
established in India ; and this currency system s/ 
lasted without any substantial alteration until the 
year 1893. 

The idea of the double standard was by no means 
dead, however ; and at various times proposals 
were made for again introducing gold into circula- 
tion. The Act of 1835 had authorised the coining 
at the Company’s mints of a gold mohur of the same 
weight and fineness as the rupee. This was worth 
approximately Es, 15 ; whilst 5 and 10 rupee pieces^ 
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corresponding roughly with the half-sovereign and 
sovereign, were also coined. Only small quanti- 
ties were issued, however, as they were not legal 
tender. In 1841 a proclamation was issued autho- 
rising treasury officers to receive those gold coins 
■ at their face value ; but in the later forties there 

* was very little gold in circulation. The great tlis- 

* coveries of gold in California and Australia about 
|| 1851 led to its being feared that there would be a 

great influx of gold into India ; and the receipt of 
gold at the treasuries was discontinued. The ac- 
tual depreciation of gold which resulted from these 
», discoveries was much less than had been anticipat- 
ed, so that attempts were made again f rom 1859 

onwards to extend the use of gold coins. Govern- 

ment decided, however, to issue paper currency 
instead of attempting to put gold into circulation 
l -pas legal tender. ; v'lt. 

v j 1 Ip. 1864. an important step was taken in authoris- 
j I Ing the treasuries to receive English and 

I : Australian sovereigns and half-sovereigns in pay- 

ment of Government dues at the rates of Es. 10 
and Es, 5 respectively. When available, sovereigns 
and half-sovereigns might also be paid out of the 
treasuries to persons willing to receive them in set- 
tlement of claims against Government. In actual 
fact, this did not bring sovereigns much into use, 
for at this time the price of silver was beginning 
to depreciate. Consequently in 1868 it was noti- 
fied that the rate at which sovereigns and half 
fcovereigns would be received at public treasuries 
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would be Rs. 10-4-0 and Rs. 5-2-0 respectively. It 
is worth while referring to the beginning of Chap- 
ter X (page 118) in order to note how this rating 
of the sovereign corresponds with the foreign ex- 
change rate, which is calculated from the prevail- 
ing market rate of exchange between silver and 
gold. 

In 1871 the gold price of silver and the rate of 
exchange on London began to fall steadily. Fur- 
ther proposals for introducing gold into circula- 
tion were made, but again on the double standard 
basis ; and the Government of India definitely 
rejected such proposals in 1874. From this time: 
onwards, one party strenuously advocated the 
closing of the mints to the unlimited coinage of 
rupees, and another party advocated bi-metallism, k 
“ Bi-metallism means a double standard system 
with a fixed ratio between gold and silver, which 
would be maintained by an international agreement, 
all the principal countries of the world passing 
similar laws to regulate the relative values of gold 
■ and silver.' In spite of several International 
Monetary Conferences being held in Paris, no 
agreement was ever come to between the principal 
nations of the world as to the rate of exchange 
between gold and silver to be universally adopted ; 
and as India could not act alone, the policy of bi- 
metallism was definitely abandoned after the 
failure of the Conference of 1878. 



CHAPTER IV 
PAPER MONEY 


In the last chapter we saw how the currency sys- 
tems of civilised countries are established, there 
being coins of one metal, gold or silver, adopted 
as standard money and several other coins used 
as token money to represent fractional parts of 
the standard coin. In the present chapter we shall 
see that the currency system does not consist only 
of metallic money ; but in most countries includes 
also paper money, the use of which is regulated by 
law. 

From very ancient times it has been found that 
various things can be used to represent coins, 
either by such a custom arising amongst the people, 
or by the king or governor proclaiming a law to 
that effect. For example, in many countries small 
pieces of leather were, used, impressed with the 
king’s seal. Pieces of wood and small Hat pieces 
of burnt clay have been used. ( The Chinese 
appear to have been the first to use paper to 
represent money, which they did many hundreds 
of years ago. In Europe paper money has been 
regularly in nse for the past three hundred years ; 
but in India it was unknown before the British 
rule. 

Paper money is issued in the form of a printed 
note, which reads as a promise to pay the bearer 
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a certain amount of the standard money of the 
country on demand. In many countries hanks are 
allowed to issue such notes under strict regu- 
lation by Government. From 1770 onwards, several 
private banks issued notes in Bengal ; and the 
Banks of Bengal, Bombay and Madras were per- 
mitted to issue notes from 1809, 1840 and 1843 
respectively until 1862. When a bank fails, how- 
ever, its banknotes become worthless,, or nearly so. 
There were many cases in Europe and America 
where banks failed to pay their notes on demand, 
that is to say, immediately they were presented for 
encashment ; and similar difficulties had occurred 
in India. * Government desired to supplement silver 
by the use of some other currency medium, so as 
to lessen the demand -upon the world’s supplies of 
silver and avoid locking up too much capital in un- 
productive uses. It was considered impracticable 
to introduce gold into circulation in India; conse- 
quently, the only alternative left was to popularise 
the use of paper currency. As the Honourable 
Mr. James Wilson, Finance Member, said in 
his speech, introducing the Paper Currency Bill 
in 1861 , the object at which Government aimed 
would be accomplished u by having recourse to a 
sound, well regulated paper currency of general 
application to the whole of India, and at all times 
easily and readily convertible into the coin which 
it represents— a paper currency so well secured 
that it can safely be made a legal lender in all 
transactions throughout India. ’ ’ It would not have 
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been right to force the notes of banks upon the 
public in India ; consequently, Government could 
not make them legal tender, and the circulation of 
bank-notes must necessarily have remained small 
It "was for these reasons that Government de- 
cided to withdraw the privilege of issuing notes 
from the Presidency Banks and to undertake the 
issue of paper money itself. The arrangements for 
| the issue of currency notes were made by an Act 
1 1 of the Legislative Council in 1861, and the issue 
. of notes commenced in 1862. The first “ currency 
notes ” issued, like the present ones, were promises 
to pay a stated amount of silver rupees at certain 
Government treasuries. India was divided into & 
number of “ circles ” of issue, there being a cur- 
rency office in each circle. The notes were at first 
payable only at the office of issue, or in the head 
currency office of the presidency town to which the 
circle of issue was subordinate. 

It is interesting to see how the use of paper eur- 
|rency has grown in India. The following figures 
•f show the total circulation at intervals of ten years 
3 from 1865 


Date. 

Value* of '(mrrrney 
notes in ' 0 mm 
Wnipecsi'!, .. 

» Percentage if 
| mww ‘m tb«? 
peri’sd. 

■ "S| si March* 1865 

7,43 


31st March, 1875 * - 

1 1 ,24 

• 51 

31st March, 1885 

■ 14,58 

80 

31st March, 1895 

SO, 70 

111 

31st March, 1905 

m,\B ,■ 

28 

31st March, 1915 

' - 61.63 

57 

31st March, 1920 

174,62 

183 
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The column on the right hand shows the percent- 
age of increase during each successive period of ten 
years. The rapid growth of the circulation is due 
to the fact that people gradually became accustom- 
ed to the use of notes in the inland parts of India ; 
but also to the improved facilities for encashment, 
which were granted from time to time : for example, 
notes of ten and fifty rupees denomination were 
made convertible, not only in the circle of issue, 
but at all currency-offices, and in 1911 the one 
hundred rupee notes were similarly made universal. 

The last period from 1915 to 1920 is five years 
only, and the percentage rate of increase should 
therefore be doubled, so as to compare it with the 
other periods, which makes the figure 366 per cent 
per ten years. It will be seen that this is a much 
greater rate of growth than at any previous period. 
This is due partly to the rise of prices, which is 
discussed in a later chapter, but also largely to the 
much greater facilities for the encashment of notes, 
which were provided in 1915 and 1916. The notes 
were then made payable at all district treasuries, 
and at a number of branches of the Presidency 
Banks. A great improvement was the issue of Qne- 
.rupee notes in December, 1917, followed shortly 
afterwards by notes of Bs. 2-8-0. The one-rupee 
note continues to grow in popularity and has doubt- 
less become a permanent feature in our currency 
system. 

Currency notes of all denominations are 
“ promissory notes/’ and the promise is to pay 

* 
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•< on demand,” that is to say, immediately the note 
is presented for encashment during the hours when 
the treasury is open for business. The notes are 
said therefore to be “convertible,” which means 
that they can be turned into silver money at any 
time. 

There is a danger that paper money may be 
issued in greater quantity than is required by the 
public, which may cause prices to rise, and may 
eventually cause paper money to fall to a dis- 
X connt as against standard money. In some count- 
ries, the government, when very short of money, 
has printed vast numbers of notes and put them 
into circulation as a moans of paying its expenses. 
This is a very reprehensible practice, as it 
amounts to defrauding the public, by exacting 
from them a contribution to the government without 
, their knowledge or consent. As will be explained 
jin a later chapter, an over-issue of paper money 
1 causes prices to rise, so that the cost of living 
greatly increases. Persons earning or receiving 
fixed incomes find their money worth much less 
than before. What happens is that the putting of 
a great quantity of notes into circulation actually 
, transfers spending power from the public to the 
Government which issues the notes. If powerful 
banks make over issues of notes, the same thing 
happens ; but the command of wealth is transferred 
to the banks instead of to the government. 

Over-issues have been made by so many countries 
gt different tunes that it would need a long list to 
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mention even the important cases. One of the 
classical examples is the over-issue of the assignats, 
or notes of the French Republic at the time of the: 
Revolution, and other striking examples are the 
over-issues of paper money by the Government of 
Brazil from 1889 to 1898 and by the State Bank 
of the Argentine Republic at various periods from 
1826 to 1890. 

There was no justification for these over-issues 
by the South American Governments, because 
they occurred in peace time and were due to very 
bad financial arrangements. There is more excuse 
for governments making big issues of paper money 
when they are embarrassed by the difficulties of 
financing a great war. The expenditure is far 
greater than can be raised by taxation, and the 
economic situation of a country at war is not favor- 
able for raising money by loans. Consequently 
the issue of paper money is often the only resource 
left. As will be seen in a later chapter, this means 
of financing their heavy expenditure has been 
adopted by most of the countries of Europe during 
the recent Great War. .The most striking example 
of what can happen is furnished, however, by the 
rouble notes now in use in Russia which have been 
issued by the Bolshevik Government! These notes 
are supposed to represent one rouble, the rouble 
being a gold coin worth very nearly the same as the 
rupee on its new basis : that is, one-tenth of a 
sovereign. Yet the rouble notes have been issued 
in such vast quantity that a paper rouble is no'w: 
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almost worthless. A one-thousand rouble note is 
worth only about one pice, and the value of the notes 
is continually falling lower and lower, because they 
are being printed and issued in such vast quantities 
that the Bolshevik Government will never be abb; 
to pay them in gold or silver. They have become 
“inconvertible.” This is ah extreme ease, how- 
ever, and is a desperate resource of a Government 
which does not know how to govern and is struggl- 
ing for its very existence. 


The Paper Currency Reserve 

In order to avoid any danger of over-issue of 
Indian Currency Notes, Government established 
by the original Ad, of 1861 the Taper Currency 
Reserve, in which a great : store of sovereigns and 
■ of ; silver -rupees is.’ kept always ,in midtners .for. .> 
paying the notes in either gold or silver whyneyot* 
presented for encashment. According to the 
present law, the reserve may be held up to the 
amount of Rs, 85 crores in the shape of investnicnis 
either in England or in India of a kind which bear 
interest, and which can be easily sold in ease it 
should he ^ necessary to procure gold and silver for 
the reserve without delay. The remainder of 
the reserve must consist of actual gold and stiver 
coins held in the Government treasuries in India 
always ready for payment. At the end, of June, 
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1921, the Paper Currency Reserve was composed as 
follows : — 


Coin and bullion — 
Silver coin « 

Gold coin and bullion 
Silver bullion under coinage 
Gold coin and bullion in England 
Silver bullion m England .** 

Gold in transit to India «*, 

Securities at purchase prices* 
Held in India ... 

Held in England 


(In lakhe of rupees), 
nd May 30th June 


1920. 

1921. 

35,71 

66,86 

43,50 

24,35 

4,57 

4,20 

mi 

Nil. 

mi 

Nil. 

3,42 

Nil. 

28,33 

67,90 

53,77 

8,S 5 


Ret us see what are the advantages which the 
public gain by having paper money issued by Gov- 
ernment. In the first place it is light in weight, so 
that notes representing a large sum may be conveni- 
ently carried, whereas one would require a coolie or 
thela to carry the same sum in silver. Also for 
the storing of money for future requirements notes 


are convenient, as they 


up a small space. 
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They will be perfectly safe if put in a small metal 
box, and they nun- be put a\va\ fur a- many years 
as the owner desires, because they will always bo 
changed into silver when presented at the treasury, 
however many years old liny may be. if any cur- 
rency notes which had been hidden away fifty years 
ago were to be presented now for encashment, they 
would he paid. Another great advantage of cur- 
rency notes is that they may be used for sending 
money by post by the system of registration and 
insurance. M ■ || ■ ■ c y 

There are also many ..'advantages' to .Government, 
in the use of notes. In the first place, the use of a 
great deal of silver and gold is a voided, which would 
otherwise have to he bought in foreign countries 
and coined into rupees and sovereigns. This will 
be understood if we consider the total amount of 
money in use in India — silver, gold and paper. It 
is impossible to say how many rupees are in uses ; 
but we may assume for the sake of argument that 
the rupees in active circulation amounted to about 
270 crores in January, 1920; whilst the currency 
notes issued amounted to 180 crores. 

The figures of silver and gold in the hands of the 
public are not really known, because so much that 
is ' issued by Government is afterwards either ex- 
ported or melted. The above figures will serve, 
however, very well for purposes of illustration, it 
will be seen then that the total amount of money 
used by the people of India amounts to about 450 
crores. ■ At first it would seem that Government, by. 



PAPER MONEY 


Si 


issuing paper money, lias been able to make a 
saving in the use of gold and silver to the extent 
of 186 crores of rupees. This, however, is not the 
ease, beeanse we have to take into account the gold 
and silver which it is necessary to keep in the 
Paper Currency Reserve, so as to ensure the notes 
being convertible on demand. In January. 1920, 
the amount of silver in the reserve was 42 crores 
and the amount of gold about 44 crores, a total of 
86 crores. Subtracting this from the total amount, 
we find that there was exactly 100 crores of paper 
money issued in excess of the metallic portion of 
the reserve. This sum, Rs. 100 crores, therefore 
represents the amount of gold and silver the use' 
of which in the country is saved by the circulation 
of currency notes. The interest upon this great 
sum of money is provided by the invested portion 
of the Paper Currency Reserve, and amounts to 
over 5 crores per annum. If there were no paper 
money, an additional one hundred crores of silver 
and gold would have been needed in circulation. 
This would have been doing no useful service to the 
country, because paper does the work just as well, 
so that Government would have been losing interest 
to the amount of over Rs. 4 crores per annum. If 
this income were not obtained, taxation would have 
to be increased. \ 

As regards that portion of the paper currency 
circulation which is represented by the metallic 
part of the reserve, namely, 86 crores of gold and 
Silver, there is also some saving. Coins when 


8 2 PAPER MONEY 

passed from hand to hand suffer wear and are re- 
duced in weight, so that after a few years they have 
to be withdrawn from circulation, and Government 
then melts them up and re-coins them. In doing 
this there is obviously a loss. By keeping 86 crows 
of gold and silver in reserve and putting paper 
money to an equal value in circulation instead of 
it, the wear and tear of Bs. 86 crows of gold and 
silver is avoided. This also is a very considerable 
saving, probably much greater than the whole cost 
of printing and issuing all the currency notes, and 
of replacing notes withdrawn because they are worn 
or dirty. 


CHAPTER V 

THE WORK OF A RANK 


Banking is the business of dealing in money 
and credit, and in the remittance of money from 
person to person and place to place. The office or 
house in which this business is carried on is called 
a “ bank.” The business may be carried on by an 
individual person or a firm, and these are properly 
spoken of as a “banker” or “bankers.” Such 
business is often carried on by a limited company, 
which is then called a “ banking company.” In 
ordinary speech, however, the term “bank” is 
often applied, not only to the place of business,' but 
also to the firm or company which carries on the 
business. ;; . 

The business of a banker is of two distinct kinds, 
which might he carried on separately, but which 
it is advantageous to combine. 'The first, class of 
business is to receive money on deposit or loan, for 
which he usually pays a small rate of interest ; and 
to advance money or make loans to his customers, 
on which he charges a higher rate of interest. The 
second class of business is to undertake, on behalf 
of his customers, the making of payments from one 
person to another, which frequently involves mak- 
ing remittances of money to distant places and to 
ioreign countries. For making remittances a small 
' " / ' ~ ^ * ■ . 
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rate of commission is charged, at such rate that the 
business is prufital.T 1 . We -!;a!l hi* concerned in 
this chapter chiefly, with the first of these two 
classes of business, the second being' dealt, with in 
the next chapter. 

The essential feature of the business of deposit 
banking' is that the banker is a person or firm who 
undertakes to receive deposits of money from the 
public and to repay them on demand, that is to say, 
immediately the repayment is asked for by a writ- 
ten order called a cheque. The hanker must ob- 
viously be a person of good standing and credit in 
the eyes of the public, or they would not entrust 
their money to him. It is essential for establish- 
ing his credit, and to be sure of always repaying 
deposits on demand, that the banker, or banking 
company, should possess a considerable sum of 
capital, and he must be ready to employ it entirely 
in his business of banking. 

Banks usually receive money on deposit on 
various terms. That which is deposited with them 
on such an arrangement that it may be withdrawn 
on demand is said to be deposited “ on current 
account.” Some banks pay a small rate of inter- 
est, 2 or 21 per cent, on the balance which a custom- 
er has with them on current account from time 
to time ; other banks pay no interest on balances of 
their customers on current account because they are 
subject to withdrawal without notice. If the cus- 
tomer is certain that he will not require to use Ms 
money within a short period, he may place it on 
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‘ ‘ fixed deposit ’ ’ with the bank, that is to say, on an 
arrangement to leave it with the bank for a fixed 
period, or subject to a certain number of months’ 
notice. The banker is then in a position to use 
the money in a more profitable form of investment, 
and he is ready therefore to pay interest, and to 
pay a higher rate of interest the longer the period 
of notice of withdrawal that he receives. For 
example, many banks in India will pay on fixed 
deposits subject to three months’ notice, interest at 
the rate of 3 per cent per annum, for six months’ 
notice 4 per cent and twelve months’ notice 5 per 
cent. . 

The total fund of money available for the banker 
to utilize is made up then as follows 

(1) His capital. 

(2) Deposits on current account. 

(3) Fixed deposits. 

Separate accounts are kept of course for each of 
these, and with each customer ; but all the monies 
thus available are mixed in one fund, and are at 
the banker’s disposal to employ as he thinks fit 
in banking business. The manner of employing the 
available funds is the whole secret of safe and suc- 
cessful banking. It must be understood that the 
banker is severely limited as to the proper use to 
which he may put his funds by the conditions on 
which ho has accepted money from the public, and 
which he is .bound to fulfil both for his own credit 
and in the eye of the law. We shall understand the 
banker’s position better by comparing his business 
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with that of companies which also receive money, 
but, oil different- terms. 

First let us take as an example the. ** building 
companies, 1 ” which are also sometimes established 
as co-operative societies. Such a building company, 
or society, is formed by a number of persons who 
buy so many shares and thus provide a certain 
amount of capital. The company, or society, also 
accepts loans or fixed deposits for long periods, two 
or three or five years, hut it does not accept any 
deposits repayable on demands Its own Capital and 
the money received on deposit are lent out to. the, 
members in order that they ma\ bus or build 
houses. The loans are made, on the security of 
,* "mortgages of the houses, and usually the loan is 
made repayable by instateients; The company, or 
society, makes its profit by receiving* on the loans 
interest, say, at 0 per cent, whilst it pays 4| or 5 
per cent on the fixed deposits. It is in a very 
secure position, because it lends only to the amount, 
say, of two-thirdu or three-fourths of the market 
value of the house, and also insists that the house 
be mortgaged to it. It is entitled, therefore, to 
take possession of the house and sell it in order to 
recoup itself if the borrower fails to pay interest 
or repay instalments of the loan on the agreed 
dates/ The one thing which a building eoxnpany, 
or society, cannot do, however, is to realise its 
capital quickly. Its money is all lent out on the 
security of the houses, and it is agreed to be 
repaid on certain, dates, and -the company cannot 
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get the money hack at any earlier time. 

Lot us lake another example. There are in 
3th i gland and other ('omitri.es main investment 
companies, or “ mvosluieiii tends, M as they are 
sometimes called. These are large eumpamcH, the 
shares of which are bought by many persons. When 
investment trusts accept loans, it is only in the 
form of what are called debenture, which are only 
repayable after a long period-twenty or thirty 
years. Such companies then invest their funds in 
the shares of other companies— railways, mills 
and various industrial concerns. The dividends 
received from the shares are applied first to pay 
the interest on the debentures, and the balance is 
divided amongst the shareholders of the investing 
company. 

It is a dangerous business lor a bank to try to 
act like a building society or an investing company;; 
yet many banks have failed ami Involved deposit- 
ors in heavy- losses simply because ; 'they'' have 
ignored this good rule of banking. 1 f a hanker lends 
money on the mortgage of bouse property or 
zemindary, it is often impossible to get repayment 
of the money just when the hank wanks it. The 
borrower is not in a position to repay, and if the 
banker decides to sell the property mortgaged to 
him, he may find this diMenlt. There may be no 
purchaser available, or tin- !ilh> -.t price offered 
may amount to less than the km;. In a»> ease, it 
takes some week or months .to get flic sale of 
lauded property completed. Again, the banker 
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ought not 1 o act :ts if Ms bank was an investment 
company by pul tiny bis fund.- into the shares of 
railways and industrial concerns. It is true that 
the shares of well known and successful railway 
companies, like the East Indian Railway and the 
Great Indian Peninsular Railway, always find 
ready purchasers ; they can he sold any day at a 
market price which is well known on the stock ex- 
changes of Bombay, Calcutta and London, But the 
matter is quite different if the banker puts his 
funds into the shares of a small, branch line com- 
pany, or a new cotton mill or factory, or worse still, 
a coal mine or oil prospecting syndicate. In the 
latter case, there is great risk that the venture may 
turn out altogether a failure and the money be 
entirely lost. In the case of a branch line railway 
or a cotton mill, the money may really be safe 
enough, but profits may not be earned for many 
years, and in the meantime it would be impossible 
to find purchasers for the shares except with diffi- 
culty, and probably for less than the bank paid for 
the shares. The buying of such shares should be 
left for private persons or an investment company. 
The latter puts its money into so many different 
companies that, if one or two fail altogether, and 
some others fail to pay any dividends for the first 
few years, the investment company does not really 
suffer, because it is sure to be getting profitable 
dividends from some of its shares. 

: '.y;[We.. ; Bee: Them that the proper business of the 
banker is to avoid locking up Ms money by lending 
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it out on mortgages of land or houses, or by invest- 
ing it in industrial undertakings. His object must 
be so to utilize his funds that they can be recovered 
after a short interval, if they should be required 
to meet demands of depositors to withdraw their 
money. The method which bankers prefer is to 
utilize their funds by advancing on the security f 
Qfjbundis or b i ll s of exchange. When a merchant 
sells goods to another merchant or to a manu- 
facturer, he draws a bill or hundi for the amount 
of the purchase money, the bill becoming due after 
a stated interval of one, two or three months. The 
bill or hundi is presented for acceptance to the 
purchaser of the goods, and w hen he ha s ■..accepted 
it the bill is said to be n egotiab le, provided the 
drawer and tbe person on wliom it is drawn are 
both of good credit. The drawer will take such an 
accepted bill to his banker, or if he has not an 
account with a bank himself, he will take it to a 
shroff who will pay him the discounted value of it 
and then endorse it and himself take it to the bank. 
In either ease, if the names on the hill are con- 
sidered good enough, the banker will “buy” or 
“ discount ” the bill, that is to say, he will give the 
full amount for which the bill is drawn less a dis- 
count, which represents the interest due upon the 
amount which is advanced during the period before 
the bill matures and becomes payable. Tlie advant- 
age to tbe banker of this form of investment is that 
be knows exactly when the bills will mature and 
therefore when the advance will be paid off. If there 
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should be a pressure tn withdraw money from the 
bank, he has only to stop discounting' new bills, and 
the old bills which are maturing fire constantly 
supplying him with funds. The same is true, how- 
ever, of any short period loans which are certain 
to be paid off at a given date, or which fire made 
to persons who will he in a position to repay after 
short notice if repayment should be requested by 
the bank. To persons of good standing, particularly 
persons of high character and energy well known to 
the banker, or persons in receipt of ample fixed 
salaries, the hanker will advance moderate sums 
without security, as the borrower can easily repay 
the hank .with two or three months’ notice, and the 
banker can trust him to do so. In: many eases, 
however, bgiiks do not care to trust to the discretion 
of their managers in making such personal loans; 
and they require that there shall be some collateral 
[security as it is called. If the person who desires 
to borrow from the bank can find some substantial 
person 'who. will guarantee repayment at short 
notice, that will satisfy the bank. A very fre- 
quent custom, however, is to deposit some easily 
marketable goods as security. If the borrower 
has gold or silver, or jewellery or precious stones, of 
considerable value, the banker will advance against, 
these as security up to, say, one-lialf of the estimated 
value, because they can bo easily sold if the borrower 
fails to repay. best form of “ marketa ble.” 
security, however, is an easily saleable investment, 
such as bonds, or stocks and shares of large and 
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well known companies. The banker will always 
advance against the security of Government Promis- 
sory Notes, War Loan bonds, municipal and port 
trust loans, and 'the shares of the big railway com- 
panies, and a few big steamship and industrial com- 
panies which have been paying steady dividends. 
The prices of such securities are quoted daily on 
the stock exchanges, which is one reason why the 
banker likes them, because he can immediately ascer- 
tain the market value of the security, and can arrange 
to advance three-fourths or four-fifths of the value, 
allowing a margin both for depreciation of the invest-^ 
ments, and to secure to the bank the interest which 
will accrue. ' N .'\y 1 

So much then for the profitable use of his funds 
by the banker. It will not do, however, for the 
banker to pay out all his available money in dis- 
counting commercial bills and in short time loans ; 
for he has always hanging over him the obligation 
to pay money to his depositors on demand. He 
must, therefore, always keep a considerable part of 
Ms total fund in actual cash in the bank itself — 
carefully guarded in safes and underground strong 
rooms. The head office of a bank will have many 
lakhs of rupees in actual silver, and perhaps twice 
as much in currency notes in its strong rooms, and 
a certain amount of gold coin and gold in bars. It 
can pay its customers in silver, or currency notes, 
or sovereigns, as they are all legal tender, but 
it cannot offer them hundis or coins of other 
countries. It is obviously unprofitable for a bank 
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to keep much of its funds in the form of actual 
money locked up in safes, because such money is 
idle and earning no interest ; whereas if such 
money were lent out, or otherwise invested, it would 
be earning interest. The banker therefore keeps 
his reserve of cash as low as he possibly can con- 
sistently with safety, and invests a portion of his 
funds in Government Promissory Notes, Govern- 
ment loans, and other gilt-edged securities, which 
can be sold on the stock exchange at a moment's 
notice by telegraphing to his broker. 


CHAPTER Vi 

BALANCE SHEET OF A BANK 

Having seen in the last chapter how the work of 
a bank is carried on, we are now in a position to 
understand the balance she et of a bank — a docu- 
ment which to the initiated shows its financial posi- 
tion at a glance. In the last chapter we looked at 
the question of the business of banking largely from 
fihe point of view of the banker himself. We 
shall now consider banking from the point of view 
of the customers, that is to say, the public which 
proposes to use the facilities offered by the banks. 
As has been explained, the two chief services which 
a bank renders are, firstly keeping safely money 
deposited with it, always being ready to pay it back 
to the depositor either on demand or after notice, as 
may be arranged ; and secondly facilitating the 
remittance of money from person to person and from 
place to place. 

It is all very well for a banker to undertake to 
carry out these services. Anybody may make pro- 
mises ; but the question is whether he may be ex- 
pected to fulfil them. This question of the confi- 
dence of the public in the banker ’s' promises of re- 
payment lies at the very foundation of successful 
banking. There, are two chief ways in which a 
person or company trading as a banker may gain 
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credit : (1) by being scrupulously careful to make 

all payments on the due date ox* when demanded, 
so that he gains a reputation for always being able 
and ready to pay ; and (2) by possessing a large 
amount of property, and letting the. public know 
that the total wealth which ho owns is a much 
greater sum than what he owes— or putting it in 
technical language, that .his assets exceed his liabi- 
lities. A company does this by publishing its 
balance sheet, and some private firms of bankers 
do the same. 

It is convenient to take an example, and we may 
examine therefore item bv item the figures given . 
in the balance sheet printed oh page 46. The balance 
sheet has two sides, termed respectively * ! Liabili- 
ties ” and “ Assets.” The liabilities of a bank 
/consist of all sums of money whatsoever that it owes 
' temporarily or permanently; and the assets include 
the property of the Bank, and the amounts which are 
j owing to it, and are expected to be paid to it in 
| money in due course. The assets represent there- 
fore all the money and property which are available 
for paying the debts or liabilities of the hank, or will 
be available as soon as they are realised. Let us 
now 'examine each item separately, taking the liabili- 
■ Jes'/side first. Here we see that the .first item ip 
“ share capital authorized ” which means the 
amount stated in. the Company’s Memorandum of 
and for which it has paM the prescribed 
*®j£f &tra,uni fc&i The “ share capital subscribed ** 
is put in merely to inform the public what amount 
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of shares has been subscribed. The next item (2) 
shows how much capital has been paid up by thd 
shareholders. We see that in this case only half 
the subscribed capital has boon paid up, which 
means that the directors of the bank have not 
thought fit to call upon the shareholders to pay the 
remaining one-half of the shares for which they 
have subscribed. This remains as a liability upon 
the shareholders. The practice of leaving share 
capital uncalled is generally regarded as strengthen- 
ing the position of the bank, because it means that 
it has a reserve of money to fall back upon which 
can be called up from the shareholders in case of 
necessity. - 1| §fi§|g g|| 8| gj ' g :g§ffgg| 


Balance Shed of a Joint Stock Bank at 3 Id December , 1919 
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(3) The Reserve Fund is a little difficult to un- 
derstand, and must bo carefully distinguished from 
the reserve, which is shown cm the assets side. The 
reserve fund is really the accumulated profits of 
past years— profits which have not been paid out 
as dividends, but are being utilized in the business 
of the bank, as if they were part of the share 
capital. It is for this reason that they are set aside 
as a reserve fund. It would have made no differ- 
ence to the balance sheet, however, if these un- 
divided profits, instead of being called “ Reserve 
Fund ** were added to the amount brought for- 
ward and shown in item (8). It would then be 
Rs. 22,32,142 instead of Rs. 4,32,142. 

Items (4) and (5) will be understood from the 
explanation of the bank’s business given in the 
previous chapter (me page 34). 

Item (6) Bills Payable means bills which the 
bank has drawn upon its branches or its agents in 
other places, or other countries and has sold for 
jSSS&l These bills are sold for the convenience of 
people wishing to remit money, and they will have 
to be paid by the bank when presented. 

Item (7) represents bills which .the., bank, has sa- 
lt has promised tie drawer to pay them in the 
expectation that it will recover the amount from 
the customers on whom they are drawn. Banks 
will only accept bills on behalf of customers of very 
good credit. Bills so accepted are undoubtedly a 
liability, as the bank has agreed to pay them, but 
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they are also ail asset as the customer is expected 
to refund the amount to the hank. It mil be observ- 
ed therefore that exactly the same sum appears on 
the asset side. Customers’ bills accepted by the 
bank represent therefore what is called a contingent 
liability, that is a liability which will have to be 1 
paid only under certain circumstances — usually if 
something goes wrong. 

The last item (8) is not really a liability, but re- 
presents the balance of assets over liabilities. If 
the bank has been making a profit, the total of the 
assets increases during the course of the year re- 
latively to the liabilities. If no dividends were to 
be paid, then the profits would go on accumulating 
and the assets would go on mounting up till they 
became much larger than the liabilities. When 
profits are paid out in the form of dividends, they 
are of course gone from the bank and they dis- 
appear from the balance sheet. Accumulated pro- 
fits must, however, be shown. In this balance sheet 
that in done by showing the amount of profits 
brought forward from the last year, and showing 
the profit made during the present year. From 
this, however, has to be deducted Rs. 2,00,000, which 
was paid out as dividend at the rate of 10 per 
cent per annum calculated for the first six months 
of 1919 j and this balance sheet therefore correctly 
represents the profits actually in hand at 
Rs. 13,73,715, 

Turning next to the assets side, we find that item 
(1). consists pf the Rmrve. ' This js divided into 
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Arce pnrtB : («> ^ 

S^MrrA’ & ^ 

the Imperial Bank, which is a c -^feed in 

purpose of clearing cheiuey = J^e P ^ 

the next chapter. m " "Ued to repay 

to big financial fiims hours’ notice, or 

., tl . -_n >> which means a few hours 

ro— t ( ld other easily —He see™, 

ties, referrei to aterc (page ^ led md pur- 

The two large rtenno J „ tave been 

chased and Loa (< Bffls Beceiv- 

sufficiently explained above, 

^It'em (5) “ Bank’s premises and furniture ie- 

1 , ( ! it w the original cost, or the present 

presents titii > ^ batik ? s premises, 

estimated ^ market .of ^ ite 

Ivnd^office^and^branehes. The value of the furm- 
l n included but this should he “ written 
txvre is also , i ’ .- m m-opriating a certain sum 
down” each year hy appippiia^fe 
00 the profits of tiro year to represent ti e de- 
notation of the furniture, as the market value of 
0 fittings and furniture of the hank rs usually 

much less than its original cost. 

‘ Tin balance sheet of a banker cannot he mttr- 
preted in the smue nay as that of a trader ; for 
is a peculiar feature about jho. solyencj j>f a 
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■banker. When a private firm or trading company 
has assets greater than its liabilities, it is solvent ; 
but the obi i gal ion of a. baiilii-r is always In pan in- 
stantly. token demanded. This may prove impossible 
although the assets oxm ed tin* liabilities; for the 
depositor who wauls bis money hack will not accept 
a part of a house, or a .*4iavo in a zemimlari, nor yet 
Government Bonds in payment— neither will In- 
wait. He is entitled to receive money ; and if the 
bank has not a sufficiently large reserve of ready 
cash, it may be unable to; pay and may become in- 
solvent, although, if it had time to realise its 
assets— that is to sell its house property, bonds arid 
shares, and to recall its loans to customers— it would 
be perfectly able to pay. Many banks have been 
wound up' simply because they could not pay when 
the depositors demanded their money ; hut the 
result of liquidation showed that the value of (lie 
assets exceeded the liabilities. A recent case in 
London was the Birkbeek Bank ; ami in the ease 
of the Peoples’ Bank, Lahore, a careful liquidation 
extending over several years enabled all depositors 
and share-holders to he paid in full. 

The ability of a bank to meet its liabilities is to 
be judged from its balance sheet. There are tyo 
tests which are usually applied for this purpose. 
On turning back to page 46 it will be seen that the 
first item on the assets side is called “ Re- 
serve. ” The total assets of the bank come to over 
Rs. 5,00,00,000 ; and out of this total about 
Bs. 1,55,00,000 constitutes the Reserve, which con- 
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sists of assets in three forms : (a) cash in hand — 
that is to say, money — both coin and currency 
notes ; (h) cash at bankers and loans at call and 
short notice — money which the bank may have de- 
posited in an account which it finds it convenient to 
keep with the Imperial Bank, and perhaps also with 
an Exchange Bank, and loans which are made to 
financial firms, and which are repayable “ at call,” 
or on short notice ; (c) Government and other 

securities, which are actual investments held by 
the bank itself hi Government Promissory Notes, 
bonds and stocks, shares of railway companies, 
and other first-class securities, which can he sold 
at any moment on the stock-exchange should 
occasion arise. It will he seen that the whole of 
the funds of the Reserve, constituted as above 
described, consist either of actual cash or are con- 
vertible into cash in a very few days’ time. Sup- 
posing that there were to be a run upon the hank 
and heavy withdrawals of deposits, the hanker 
would meet them first from this reserve; though 
of course he would take every step possible to re- 
duce his money outstanding in loans and bills dis- 
counted. Old bills would mature, and no new ones 
would be purchased. ■ . 

One test which should be applied to the balance 
sheet of a bank is the percentage which the reserve 
bears to the total assets. In the example here 
described it is 80.7 per cent, which may be consider- 
ed a satisfactory proportion, though many banks 
make a practice of keeping a somewhat higher per- 
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eentage. Any bank whose reserve is loss than 2;> 
per cent of its total assets may be in a weak posi- 
tion ; and the public should ‘'iUn*r avoid making 
deposits with it or a! least sormini'/n its bnlfiueo 
sheet carefully and apply the second test to be now 
described. 

The solvency of a hank depends more than any- 
thing else upon its ability to meet withdrawals by 
cheques on current account, which have to be paid 
on demand. It will he readily understood, there- 
fore, that a certain latitude may be allowed to a 
bank as regards the proportion which the Reserve 
bears to total assets in accordance with the charac- 
ter of the business will# it does. A bank 
situated in a large commercial centre like Calcutta 
or Bombay will most probably have most of its 
deposits on current accounts ; but banks of the 
smaller towns, especially those which are not great 
trading centres, are very largely merely “ safe 
deposits ” for the savings of the local residents. It 
is a convenient form of investment to put money 
on fixed deposit with a local hank. Consequently, 
a bank which does business only in the mofussil 
may be expected to have a larger proportion of fixed 
deposits ; and when this is the case the reserve 
may be safely kept at a somewhat lower proportion 
to the total assets, the reason being that the fixed 
deposits take time to mature, and become payable 
to customers at various datei, just as. the bills dis- 
counted and loans advaqced become' payable, to tipi 
banker. Thus, lime for realization of assets will 
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be available provided the banter has not tied tip Ms 
money by any mortgages on. houses and land or by 
investing Ms money in companies whose shares are 
not dealt with on the stock exchange. 

It will now be readily understood that the really 
vital element in the banker’s balance sheet is the 
proportion of the reserve to the deposits on cur- 
rent account. Generally speaking, it may be said 
as regards banks in India the reserve as a whole 
should amount to not less than half the ..deposits on 
current account, and that the actual cash in hand ; 
(meaning sovereigns, rupees and currency notes) 
should not be less than o ne-fi fth, of the deposits on j 
current account. ; ■ ■ 

There are other features of the balance sheet 
which are well worth observing, namely the pro- 
portion of the paid-up capital and “ surplus reserve, 
fund ” taken together relatively to the total liabili-, 
ties ; and .furthermore whether the shares are fully 
paid-up or not. It is obviously not good policy for 
a bank to try to do a very great amount of business 
on a small capital. If a bank with only a small 
capital had accepted deposits to the amount of, say, 
twenty times its capital, it might in the last resort 
become insolvent even though it did keep a very 
large reserve, and a great part of it in cash. A 
person who puts his money on deposit in a bank 
will do well to consider the ultimate possibility of 
the bank being worn. A up, if, for example, a bank- 
ii i g crisis were to recar like that of 1913. The ques- 
tion would then arise what amount of th§ assets 
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might prove to be unrealizable or partially so. 
gome loans which the bank had made without 
security, or on security which had .subsequently 
depreciated in value, might he. only partially re- 
paid, or be wholly lost. In such a financial crisis 
too the value oh Government and other securities 
on the stock-exchange would fall considerably ; 
mid sir the value of this part of the Beserve would 
decline. 

If the assets, on actual realization, fall short of 
the liabilities, the deposits made with the bank and 
the bills which it lias accepted are paid first ; and 
the r balance of the assets, if any, is distributed 
amongst the share-holder.-, at so many annas in 
1 he rupee. It is share capital 

be small, there is so much the more likelihood that 
when a part of the assets are found to be unrealiz- 
able, the total available may not be sufficient to pay 
ail the creditorsyf-so that: it may not be possible to 
pay the depositors in full. On the other hand, if the 
capital he large relative!;, to- the total assets, there 
is so much the greater margin to allow for the 
worthlessness of some of the assets and for deprecia- 
tion of others. 

In estimating the proportion of the capital to the 
total liabilities, however, for this purpose, a correct 
estimate is not obtained unless account is also 
taken of tine surplus reserve fund. This, as was 
explained previously, (see page 47) is not to be 
confused with the reserve which is part of the 
assets. Th q surplus reserve fund (called merely 
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“Reserve Fund” in most . balance' sheets) repre- 
sents the accumulated profits of previous years 
which have not been paid out as dividends. As the 
money is kept in the bank, instead of being paid out 
t.o the share-holders, it remains as part of the 
working capital of the bank ; and furthermore it 
belongs to the bank quite as much as lim.u&ney 
originally subscribed by the * share-jgimers and 
represented by its share capital. 

If the capital of a banking company is not fully 
paid up, this represents an additional feature of 
security to .the depositor, though he must not be 
misled into attaching too much importance to it. 
A banking company is usually registered under the 
Joint-Stock Companies. Act, and as such three 
forms of capital are recognized. In the first place, 
there is the “ Authorized Capital ” of the company. 
This means merely the amount of capital for which 
the company has registered itself and on which it 
has paid the registration fee. It is the maximum 
amount for which subscriptions to shares may be 
received without going through the formality of 
increasing the capital and paying an additional fee. 
Next, there is the “ subscribed ” or “issued ” 
capital. This means the total nominal value of 


the instalments due on application and on the allot- 
ment of shares. The subscribed capital may be 
either “ fully paid ” or “ paid paid.” A share is 
fully paid when the money equal to its nominal 
value has been paid to the company. Many com- 
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panics do not call upon their share-holders to pay 
5 Uimed.i; deb, the > : mi :<>: ''ib"b He-y have, 

subscribed. The shareholders are allowed 1o pay 
by instalments extending over several months, or 
longer. In some cases, a part of the capital due 
from the subscribers on each share remains uncalled 
for an indefinite, period — for many years. This is n 
practice pnipe ;<-h adopiuf !•/ bunks; bemuse the 
directors always hare power to call up the unpaid 
instalments at any time on giving one or more 
months’ notice. The : capital is purposely left 
unpaid, so that it may operate as an element of 
security to depositors! arid give confidence to the : 
'.public. If the bank should go; int o liquidation, and 
if on realizationdhere should;# oye to be a : shortage ■: 
of assets, there is a legal liability resting on the 
share-holders to pay np - thebtelgneh • of the unpaid 
capital on the shares which -they hold ; and out of 
this the deficieiroy in assets # mot. It is obvious, 
however, Hat much depends upon the proportion 
which the unpaid capital hears jo the total “ outside 
liabilities,” by which is meant 1 b < ■ liabilities i>* 
depositors and holders of bills. If the unpaid 
capital is less than ten per cent of the outside 
liabilities, it eon rid tide? only a. small degree of 
proteefio.!}. 

In this connection it is also worth noting that 
" it is an element of strength if the unpaid shares of 
the hunk are widely held,” which means are held 
Wfiiuti? by A large, number of persons. If 
this jbg the case, it is not likely that there would he 
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any difficulty in securing the payment of almost the 
whole of the unpaid capital if necessity should arise. 

On the other hand, suppose that the whole capital 
of the bank is in the hands of a few persons, nine- 
tenths of it being owned by three persons and thg 
remaining tenth by, say, 20 people. If the three 
large holders of the shares are commercial men with 
heavy financial commitments in their own private - ' 
trading, it is quite likely that they might be involv- 
ed in financial difficulties at exactly the same time 
as the bank if a general commercial crisis were to 
cause a run of depositors to withdraw their money. 

On referring again to the balance-sheet printed 
on page 46 it will he seen that it illustrates the 
various points which have just been referred to. 

The authorised capital is Es. 1,00,00,000, but of this 
only Es. 80,00,000 has been subscribed and issued. 

On the shares issued the Directors have only called 
up one-half, so that the paid-up capital is 
Es. 40,00,000. There is consequently a reserve 
liability on the unpaid capital of Rs. 40,00,000. The 
balance of the authorised capital not issued counts 
for nothing— -it is merely a power to take more sub- 
scriptions. Item (3) on the liabilities side is 
the surplus reserve fund. This amounts to 
Rs. 18,00,000, and adding this to the Rs. 40,00,000 
we find that the capital owed by the banking 
company is Rs. 58,00,000. To complete our analysis 
of the balance sheet, we ought, however, to take , 
account of the “cany forward.” Referring to ’j 
item 8, ‘‘profit and loss account,” it jsifl. b§ seen 
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that a sum of Rs. 4,32,142 was Brought forward from 
the last year. The profit made- in 1919 is taken 
from the profit and loss account and brought into 
the balance-sheet bore, In'-eau-m money earned 
as profits on the business is money actually in 
tho possession of the bank and belonging to it, 
and is therefore represented in the assets. As 
soon as the profits are paid out by way of divid- 
end, of course, they disappear from the assets, 
and must at the same time, disappear from item 
(8), which, together with the surplus reserve fund, 
is the balance of assets over liabilities. It will ho 
seen that in this balance-sheet the whole profit for 
the year 1919 is shown, whilst in reality Es. 2,00,000 
has been already paid out as “ 
at the rate of 10 per cent per annum for the first 
six months of the year. This dividend paid out is, 
therefore, deducted from the sum of the money 
brought forward and the profits of the year, leaving 
Es. 13,73,715 as profits available for distribution. 

It is entirely a question for the company itself, 
acting usually on the recommendation of its Direct- 
ors, as to how much of this profit is paid out. 
The company is legally entitled to pay out the 
.whole of it in dividend — indeed, it could go farther 
and pay out at any time by way of dividend to the 
share-holders the surplus reserve fund of 
Rs. 18,00,000, for this is all accumulated profits. 
However, if the Directors are wise, they will recom- 
mend the company to pursue a conservative policy, 
8$d tq increase rather than decrease the a moun t to 
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be carried forward. If from the amount available, 
Rs. 13,78,715, a sum of Rs. 8,00,000 is used to pay 
the final dividend of the year (at 20 per cent), the two 
dividends taken together will amount to 25 per cent 
on the paid-up share capital; and there will remain 
Rs, 5,73,715 to be carried forward to the next year. 
This would be regarded as rather a large figure ; 
and the Directors would probably decide to recom- 
mend that out of it another Rs. 2,00,000 be con- 
sidered as added to the surplus reserve fund, mak- 
ing it up to Rs. . 20,00,000 and leaving as “carry 
forward ” Rs. 3,73,715. ; . . 

Legal Restrictions on Joint-Stock Banks 

Every banking company worthy of confidence 
prints a balance-sheet at least once a year and 
makes it available at its head office and branches 
to any person who asks for a copy. Such balance- 
sheet will usually be in the same general form as 
that given on page 46 and will give the information 
required for forming a judgment of the financial 
position of the bank according to the rules of 
criticism given above. The reader must be pre- 
pared, however, for modifications in the method of 
statement. Some banks give information in much 
greater detail, ■whilst others combine the various 
items into lump sums, so that important informa- 
tion is withheld, whether intentionally or not. A 
peculiar variety of investments may be covered by 
the heading “ other securities.” If the total under 
this heading seems large in proportion to the total 


60 


BALANCE SHEET OF A BAN K. 


assets and to “ cadi hi lutud and at ban km Hie 

balance-sheet is not one to inspire confidence. 
'Again, some banks fail to distinguish between de- 
posits ou current account -which aro withdrawable 
on demand, and Irmd dep^-im. 

The numerous failures of banks which have taken 
place in past times in all countries, involving de- 
positors in heavy losses, have led to attempts at 
the legislative protection of the banks’ customers. 
There are mot many cases in which Governments 
have gone so far as to make official inspections of 
banks from time to time to sec that they carry on 
their business properly ; although there would 
seem to be no reason why a bank should not be 
inspected lor the protection of the public against 
bad management amounting to fraud when fac- 
tories, workshops and mines are regularly inspected 
for the preservation of safety and health. In most 
countries the extent to which the Government 
endeavours to protect the public is restricted to 
requiring the publication of information, it being 
presumed that the public when possessed of this 
information, can itself judge of the soundness of 

the bank. ; . ... ... mg 

' In England all Joint-Stock Companies are. .re- 
quired to .publish balance-sheets twice every year. 
The Indian Joint-Stock Companies Act (I9ih) also 
requires special information to be published by 
.Joint-Stock Companies carrying on the business of 
banking. Every banking company must before it 
commences business, and also on the first Monday 
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in February and the first Monday in August inabS 8 
'statement showing the authorized, issued and paid 
up capital, and the liabilities and assets of the 
company. The amounts of the debts owing by 
the company must be shown separately under thS 
following heads (1) under decree, (2) on 
mortgages or bonds, (3) on notes, bills or hundis, 
(4) on other contracts, which includes deposits, (5) 
on estimated liabilities. The assets on the same 
date -are to he shown under the following heads 
(1) Government securities, which are to be enumer- 
ated, (2) bills of exchange;, hundis and promissory 
notes, (3) cash at hankers, (4) cash securities. 

The information required to he given under this 
Section of the Indian Companies Act cannot be re- 
garded as sufficient for the protection of the public. 
It is of interest to note that the Companies Act of 
Baroda State requires fuller information as to the 
character of those assets of the company "which 
consist of loans and advances made by the bank. 
The totals are to be specified under the following 
heads 

(1) (a) Debts considered good ; 

(&) Loans fully secured by the deposit of 
i marketable securities; 

(c) Loans fully secured on the assets of 

Joint-Stock Companies; 

(d) Loans on the joint personal security 

of two or more persons ; 

(o) Loans on the personal security of the 
: debtor alone ; 
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(2) (a) Debts considered doubtful fully* pro- 
■ vided for; ; V'vkt : 

(h) Debts due by Directors or other offi- 
cers of the Bank or any of them' 
either severally or jointly with any 
other persons included in the above. 

Two of these items call for comment. Many 
banks have come to grief, or at least become 
involved in difficulties, through large loans having 
been made to the Directors personally without such 
security having been taken as would have been re- 
quired in the case of a member of the public. The 
Director has in fact used his influence as a member 
of the Board to obtain funds to carry on Ms own 
private business, which may be of a Mghly spec- 
ulative character. There are even cases of banks 
having been floated with the special object of 
providing the Directors with funds for their own 
purposes. This amounts to a fraud upon the public 
and should be severely checked by the law. How- 
ever, when the statement is required, cautious 
people are protected. It may be observed, however, 
vi that under another heading should be stated loans 
made to managing: agency firms to which Directors 
'iw "''belong. This again is necessary because it might 
he almost as risky lending' to the firm as to the 
Director himself. The security must vary of course’ 
entirely according to the status of the managing' 
. 1 ;;y;.agency'' firm,;'.ahd' it would appear necessary that 
the names of the firms in wMch the Directors are 
interested and the amount of. advances .m|de ;:: ,tQ; 
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each should be stated. The form of statement 
required by Baroda State does not give all the 
information which is necessary for judging the posi- 
tion of a bank. It is satisfactory to know that the 
Government of India has under consideration pro- 
posals for revising the form of statement to be 
made by the banks in India with a view to giving 
farther protection to the public. 


CHAPTER VII 

THE GROWTH OF BANKING 

Tiie history of banking in India, when it comes to 
be written, will be a story of the greatest interest 
to students of economics and finance ; but the time 
is not yet. We are in a .transition stage. The de- 
velopment of Joint-Stock banking is taking place 
faster than ever before : it lias spread to the Native 
States ; a tentative beginning lias been made 
with a net-work of branches ; and a new species— 
the industrial bank— has come and found welcome*; 
We can discern various tendencies of growth ; but 
these may take long to mature. Whatever the 
future may hold in store, at least of this we may 
be sure, that fifty years lienee the present period 
will be regarded as having been an important and 
critical stage in the growth of banking in India. 

It must be borne in mind that there has never 
been a sudden invention, or sudden introduction, of 
banking into India. Trade with distant places has 
existed for many centuries, and such commerce has 
always required to be financed ; and certain mer- 
chants therefore have always made it more or less 
their special business to deal in the finance Of trade. 
In principle there is no difference between the 
transactions of the mahajan, the shroff and elietty 
and those of any private banking firm in any 
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country, excepting that the former often combines 
trade with his business of finance, and that the 
latter has developed a system of payment by 
cheques. The great difference of modern banking 
on European lines from the indigenous financial 
business arises from the growth of a large number 
of Joint-Stock Banks and the universal use of the 
cheque as a means of remittance, by the mechanism 
which will be described in the next chapter. 

The mahajan, shroff or ehetty, who is to be found 
in every market town throughout India, may be 
properly called a private banker. He accepts loans 
or deposits from various people in his town, and 
sometimes these are repayable on demand. He dis- 
counts, or buys, hundis, that is bills of exchange, 
offered by Ms local customers, or cashes those 
drawn upon him by firms well-known to him in 
other towns. If a merchant has to make a payment 
in another place, he goes as a matter of course to 
the mahajan or shroff with whom he does business 
and buys a hundi upon that firm’s agent in the other 
town, the hundi being either payable on demand, 
or a certain number of days after sight, as may be 
agreed. This is precisely similar to buying a draft 
from any joint-stock bank. 

In all countries the private banker had developed 
his business long before the joint-stock banks ap- 
peared upon the scene. The difference of the^rivate 
bankers of the 18th century in England from 
those of India was that the former issued bank- 
notes or promises to pay a fixed sum on demand* 
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These notes were like currency notes, anti tlitl not 
hear interest ; and of course they circulated only 
in the locality where the firm issuing them was 
well-known and trusted. In exceptional eases the 
notes issued by big private bankers of London, 
Liverpool, and other cities became well known 
throughout the country and were used as a means 
of remittance ; but this position was rapidly taken 
by the Bank of England notes. In India the 
private bankers seem never to have issued notes of 
this description ; and since 1864 when the Govern- 
ment Currency Notes were established, it has been 
illegal for any bank or person to issue promissory 
notes payable to bearer on demand. A further 
difference lies in the fact that the private hankers 
in England developed the cheque system at an 
earlier stage; though it was not until after hanks 
had existed there for 150 years that the cheque 
almost entirely supplanted hank notes as a means 
of payment and remittance. 

Banks managed upon European lines in India 
were not at first joint-stock hanks ; nor are they 
entirely so at the present day. Some of the bigger 
firms of English merchants in Calcutta established 
hanking departments separate from their other 
business ; as, for example, Messrs. Alexander 
& Co., whose bank flourished for about 60 years, 
until the firm failed in the crisis of 1832. At the 
present clay Messrs. Cox & Co. and Messrs. 
Grindlay & Co., and other such private firms, 
carry on an extensive banking business, side 
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by side with their general agency business. 

The! early development of the English managed 
banks was entirely in Calcutta and the Bengal side. 
In 1790 there existed in Calcutta the “General 
Bank of India ” and the “ Bengal Bank but the 
latter failed in 1800. In 1806 was opened the 
“Bank of Calcutta”; and three years later this • 
Bank received a Charter and changed its name' to 
the Bank of Bengal, which is the oldest existing ; 
bank in India. Several new charters varying the 
privileges and restrictions on the Bank were issued 
before 1876, when the Presidency Banks Act placed 
it practically on the footing on which it remained, 
till January, 1921. Prom very early days the Bank 
of Bengal was restricted, with the concurrence of its 
Directors, to dealing only in bills of exchange pay- 
able in India, thus avoiding the profitable but risky 
business of dealing in foreign exchange. 

The Bank of Bombay was established by an Act 
of the Legislature in 1840 and the Bank of Madras 
in 1843. In 1868 the Bank of Bombay went into 
liquidation as a result of heavy losses caused 
by the great cotton speculation at the time of 
the American Civil War. The liabilities of the 
Bank Avere eventually paid up in full, hut the share- 
holders lost most of their capital. The second 
Bank of Bombay, lately merged in the Imperial 
Bank, was formed in the same year with a capital 
of one crore, half being paid up then and the 
remainder a few years later. 

The three Presidency Banks have always held 
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a unique position in the Indian kinking system. 
Until .187(1 Government was a shareholder of 
each Bank ; and 'large Government funds have 
always been deposited therein, Government has 
maintained a emdimious policy of reliance upon the 
Presidency Banks as the central feature of the 
banking system and commercial finance of India, 
and as an integral part of the Indian Treasury 
system. On account of their special position* the 
Presidency Banks were not registered under the 
Joint-Stock Companies Act ; but were incorporated 
each by special Charter granted under the Presi- 
dency .Banks Acts. In these Charters 
tions were ma.de as to the character of the business 

which the. Banks .might transact, with it view ' to 

ensuring their stahility. In course of time each 
Bank opened numerous branches : so as to extend 
' its, business throughout its ‘ hinterland, ’ or 3 n 0 fuss.il, 
dependent on the Presidency town. The Bank of 
Bengal many years ago opened branches so far 
horth as Allahabad, Agra, Delhi ami liahore. Ip 
later years it opened branches in Burma and the 
Central Provinces. In 1919 it had 26 branches, 
three of them being at Calcutta; and its operations 
covered a far larger part of the Indian Empire than 
those of either of the other Presidency Batiks. The 
Bank of Bombay in 1919 bad 18 branches, and the 
Bank of Madras 26 brandies. The latter was 
perhaps the most enterprising in developing the up- 
country business by branches in comparatively small 
towns. -A 
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The inactivity of the Bank of Bengal in extending 
its branches in Northern India allowed room for 
the early growth of Joint-Stock banks doing busi- 
ness wholly within India. We need not regret this 
former policy of the Bank of Bengal ; for it 
allowed the Allahabad Bank to be established 
in 1865, the Alliance Bank, of Simla to be founded 
in 1874, and the (Judh Commercial Bank in 1881. 
These supplanted two or three earlier private 
banks, such as the Simla Bank founded in 1874, and 
the Agra Bank founded in 1833 which survived till 
1900. The early joint-stock banks were all under 
European control and management ; but during 
the past 15 years a number of important 
joint-stock banks have been established under 
Indian boards of directors, or with mixed boards, 
and their share capital almost entirely subscribed 
by Indians. Many of these were established with 
insufficient capital paid up, and their cash reserves 
were insufficient, whilst they locked up their assets 
in mortgages on real estate or by investment in 
shares of industrial companies. The banking crisis 
of 1913 was the most serious since 1868. It arose 
mainly from such faults of organization and 
management. 

As always happens in a financial panic, when 
once a single bank fails people begin to suspect 
others, rumours are circulated, and the most 
nervous people begin to withdraw their deposits. 
Well-managed banks can stand a moderate run and 
pay out all that is demanded ; and thus they rapidly 
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re-establish confidence. But the beginnings of a 
run find out the weakness of a badly managed bank. 
Its cash reserves arc all used up and it is obliged 
to suspend payment. The principal failures in 
1913 were the Indian Specie Bank and the Standard 
Bank, both of Bombay; the Peoples' Bank of 
Lahore and the Bank of Upper India, Meerut. The 
first throe and some others were liquidated and the 
assets distributed, whilst the Bank of Upper India, 
was taken over by the Alliance Bank of Simla in 
1916. ; , , 

A few words may be said as to the striking policy 
of amalgamation and extension which has been 
initiated in recent years by the Alliance Bank of 
Simla ; because it is the only parallel in India of 
those important movements of amalgamation which 
have affected all banks in England and Scotland 
during the past thirty years. As a result of many 
successive amalgamations there are now in 
England some seven or eight great, Banks, each 
having hundreds ofi branches extending all over 
the country in every small town and suburb. The 
A lliance Bank since 1915 deliberately set out on a 
policy of amalgamationf which would extend the 
Bank's operations throughout all the towns of 
Northern India and all the chief commercial centres 
of Indial Besides, the Bank of Upper India it has 
absorbed the Delhi arid London Bank, Limited, 
which was a small Exchange Bank, the Punjab 
Banking Company, and the Bank of Rangoon. The 
Alliance Bank with its head office in Simla now 
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has 55 branches, which may bo classified as fol- 
lows : — , 

(1) Branches in the great commercial centres, 

Bombay, Calcutta, and Rangoon which 
are useful for remittance and foreign 
exchange and for utilising funds in 
financing the movements of crops, because 
money is wanted at different times in 
different parts of India ; 

(2) Branches in towns in Northern India, in- 

cluding those in the capitals of Native 
States, such as Gwalior and Bhopal ; 

(3) Small branches or sub-agencies which have 

been opened in a number of small com- 
• mereial centres, principally in the 
Native States. 

The policy of opening these branches in quite 
small towns is a very enterprising one which is of 
the greatest utility to the local trade. The same 
policy has been followed to some extent by the Allah- 
abad Bank. 

I wish to draw special attention to the opening 
which exists for the extension of small branches or 
sub-agencies ih the small market towns throughout 
India. In the United Provinces more than half of 
the head-quarters towns of districts have no bank 
whatever and the same is true of the Punjab and 
Central Provinces. In every district there will 
usually be found two or three local market towns 
of some importance in which a branch would do 
very profitable business after two or three years qf 
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development. Tt is said that it is difficult to obtain 
properly trained and trustworthy men to act as 
managers of such, branches, except on salaries 
which are prohibitively high and would make busi- 
ness unprofitable. One enntmi. In-ip flunking that 
im attempt has been made to find men of the right 
stamp and give them training. It would seem that 
young men drawn from families whose traditional 
business lias been that of private banker would, if 
given a few years’ training in a joint stock bank, 
make managers of the right kind with reasonable 
salaries. They have a hereditary aptitude for such 
a business, and it is noteworthy that these young 
men are brought up to a .code ..of honesty and trust- 
worthiness in financial dealings as strict as prevails 
anywhere in the world. 0 

Along with the above-mentioned promising be- 
ginning in the extension of branches of big Joint- 
Stock banks in small towns, another interesting de- 
velopment is taking place in the conversion of some 
of the indigenous private banking firms into private 
banks run on modern lines issuing their cheque 
forms and having several branches. These two 
lines of development will probably continue con- 
currently ; and it is in the general public interest 
that both should be encouraged as much as possible. 
At the same time no permanent growth of banking 
facilities can be established without public confi- 
dence ; and this cannot he enlarged and retained 
unless the business of banking is properly conduct 
ed, and adequate cash resources are maintained 
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For this purpose all banks, whether Joint-Stock or 
private, should be required to publish balance- 
sheets with the detailed information needed for judg- 
ment of the bankers’ position ; at the least, this 
should apply to all banking companies and all 
private banks which issue cheque forms or advertise 
in newspapers and periodicals. 

The internal banking of the country lies, as we 
have seen, in the hands of the Presidency Banks,* 
the joint-stock banks and piivate banks. A special 
class of banks exists for conducting the finance 
needed for foreign trade, which are generally 
termed Exchang e Ba nk s. All of these have their 
head-offices abroad, though there is no reason 
why this should be the case. The principal ex- 
change banks are those with head-offices in 
London : the National Bank of India, the Mercan- 
tile Bank of India, the Chartered Bank of India, 
Australia and China, the Eastern Bank, and the new 
P. and 0. Banking Corporation are those which 
especially devote themselves to Indian trade. There 
is also the great Hong-Kong and Shanghai Banking 
Corporation ; whilst several non-British Banks 
have in recent years opened offices in India with the 
object of conducting exchange business, such as the 
Yokohama Specie Bank of Japan, the International 
Banking Corporation of America, the Comptoir 
National of France, and others. There is, however, 
a tendency for more and more banks to enter into 


* Recently amalgamated into the Imperial Bank of India. 
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the exchange business ; which is highly profitable. 
Banks with their head offices in India, though not 
primarily Exchange Banks, are doing this — as for 
example, the Alliance Bank of Simla and the Tata 
Industrial Bank. Particularly since 1919 others 
have followed suit by arranging agencies in London 
and elsewhere. 

Some quite recent developments of Indian hank- 
ing deserve a brief description. The great boom 
of company promotion of 1919 and 1920, following 
the termination of the War, included the flotation 
of many new banks, besides hundreds of industrial 
companies. Some of these new ventures were ob- 
viously unsound from the commencement, particu- 
larly those which proposed to enter into some kind 
of trading as well as banking— a most pernicious 
c ombin ation, because the risks of trade and specu- 
lation in commodities are of a nature which hanks 
cannot rightly combine with the duties which they 
owe to their depositors. 

. Such ventures are of a class absolutely distinct 
from what are known as industrial banks. The 
well-known Industrial Bank of Japan is perhaps 
the model on which these are founded, though in 
reality their business is conducted more on the lines 
adopted by some of the great German Banks. The 
pioneer in this country was the Tata Industrial 
Ba nk . It conducts ordinary banking business and 
has branches in many places ; but it combines with 
this special industrial activities which arc of two 
kinds.: (1) It assists in the organization and data- 
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tion of new. industrial companies. It obtains sub- 
scriptions for the shares of companies which it 
approves from its customers and others, and in 
many cases it underwrites the shares of new com- 
panies or of new issues. By underwriting of shares 
is meant that it enters into a contract with 
the company itself to subscribe and pay for a cer- 
tain number of shares of the company should the 
amount not be taken up by the public when the 
prospectus is advertised. A commission is charg- 
ed on the whole amount of shares for which this 
undertaking is given. If the public does not apply 
for shares to the extent anticipated the underwriting 
bank is obliged to take up some proportion of the 
issue and it then holds the shares, to be sold from 
time to time to its customers or on the Stock Ex- 
change as circumstances permit. (2) The other in- 
dustrial business is the financing of private in- 
dustrial undertakings by grants of loans after a 
thorough examination of the proposals. Such 
loans are repayable by instalments spread over five 
to ten years. Probably only a small part of the 
capital of the Bank is employed in this business, 
however, as it is not the best policy in banking busi- 
ness to tie up money in fixed loans of this character. 
Since the flotation of the. Tata Industrial Bank 
others have been formed, amongst which may be 
mentioned the Calcutta Industrial Bank. 

There has also been a movement for the forma- 
tion of banks in Native States like Baroda, Mysore 
and Indore, bach State having Joint-stock hap}?! 


THE GROWTH OP BANKING 


registered under the Companies Acts of those' 
States and accorded •■•■dam privileges hy {ho Ruler 
or the Covonuneut ol‘ t he* Stale. 

We may turn now to the most important deve- 
lopment of Indian banking of recent tubes, namely, 
the passing of an Act in the Imp'-rml legislative 
Council to secure the amalgamation of the three 
Presidency Banks into one great Central Bank for 
India called the Imperial Bank of India. The 
movement to establish such a Central Bank has 
had a long and checkered history. The advantages 
of a widely extended, State controlled and assisted, 
bank have appealed to all imaginative thinkers of 
the past 100 years ; but practical difficulties have 
always arisen standing in the way of its realization. 
So far back as a proposal..w'as made for es- 
tablishing a Bank for the whole of British India. 
The suggestion emanated from a body of mer- 
chants in London interested in. trade with .India, 
but it never got beyond the stage of a somewhat 
vague prospectus. The Bank of Bengal objected 
to the scheme, and proposed itself as willing to lake 
over the management of Government business and 
extend the facilities for banking business in India. 
Again, in 1859 and 1807 anti at frequent intervals 
thereafter proposals for either amalgamating the 
Presidency Banks or establishing a separate State 
Bank for India were put forward. A great and 
able advocate of this reform was Mr. J. M. 
Keynes, who devoted part of a chapter to this sub- 
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in 1913. He wrote a lengthy and detailed memo- 
randum on the subject for the Royal Commission 
of 1913-14, in which he advocated the establishment 
of a new and widely extended State Bank which 
would spring from a union of the three Presidency 
Banks. The Commission did not commit them- 
selves definitely to this proposal, but desired that 
it should receive early consideration by a special 
committee. 

The amalgamation of the three Presidency 
Banks was a complicated matter to negotiate, so 
many varied interests being involved and so many 
alternative proposals having been suggested. The 
Act of 1920 creating the Imperial Bank of India is 
therefore somewhat complicated and difficult to 
understand. It will be sufficient to give here • an 
outline of its main provisions— especially those of 
general public importance and those generally 
affecting the character of the business to be 
transacted. 

The basis of the amalgamation was that the three 
Presidency Banks were taken over by the Imperial 
Bank as going concerns with, all .their assets and 
liabilities .their premises and their staff of em- 

ployees. Even the whole of the Directors of the 
Presidency Banks were to continue serving as mem- 
bers of the Local Boards of the new bank. 

The capital of the new bank is Rs. 11,25,00,000 
divided into shares of Rs. 500 each, as compared with 
a total of Rs. 3,75*00,000 for the three Presidency 
Banks together. The shareholders of the Presidency; 
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Banks became automatically shareholders in the 
Imperial Bank, shares of the latter being issued 
in exchange for the shares held in the former. The 
Increased capital was secured by issuing new 
shares, the existing shareholders having the right 
to the allotment of two new shares for every share 
then held. This was a valuable privilege, as it was 
expected the shares of the Imperial Bank would 
rise to a premium ; but, as the shares of the Presi- - 
dency banks stood at different prices on the stock 
exchanges before the amalgamation was proposed, 
it was arranged that the new shares would be 
allotted on different terms to former share-holders 
of the different Presidency Banks. The share- 
holders of the Banks of Bengal and Bombay were 
entitled to be allotted two new shares Rs. 125 paid 
for every share held on paying precisely this 
amount, i.e., Rs. 125 for each share, whilst share- 
holders of the Bank of Madras wore less fortunate 
and had to pay Rs. 225 for each share issued as only 
Rs. 125 paid, on account of the lower market value 
of the shares of the Bank of Madras. The extra 
Rs. 100 per share, amounting in all to Rs. 15,00,000, 
went to the Imperial Bank as a premium on the 
new issue of shares. It is an asset of the new Bank, 
obtained, so to speak, by discounting the anticipated 
future increase of value of the shares, and in the 
balance sheet is included in the “ reserve fund ” of 
372 lakhs which appears on the liabilities side, as 
representing the permanent excess of assets over 
liabilities* . ' - • 
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A somewhat unusual feature of the Imperial 
Bank which clearly indicates its origin as an amal- 
gamation, is the provision that in addition to the 
principal register of share-holders, branch re- 
gisters shall be kept at the local head offices of the 
hank in Calcutta, Bombay and Madras. Persons 
who were share-holders of the Bank of Bengal 
automatically became share-holders on the branch 
register kept in Calcutta, and so forth ; and trans- 
fers of shares are valid when effected in the 
branch register in which the shares are registered. 
An y share-holder may apply to the bank to have any 
of the shares which he holds transferred from one 
branch register to another ; but shares may not, 
of course, be registered in more than one branch 
register at the same time. 

The constitution and governing body of the bank 
likewise indicate its threefold origin. The annual 
meeting of the share-holders is to be held in rota- 
tion in the towns in which there are local head 
offices. The business of the bank is to be managed 
by a Central Board of Governors assisted by Local 
Boards. T he . latter were to be at the commence- 
ment three in number, consisting as already stated, 
of the late Directors of the respective Presidency 
Banks. Other Local Boards may he established 
from time to tune in such towns as the Central 
Board may decide with the consent of the Governor- 
General in Council. There is a President and a 
Vice-President of each Local Board. 

Thg Central Board of Governors, which is 
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ultimately responsible for the bank’s business, is 
composed in the following manner : — 

L The Presidents and Vice-Presidents of the 
Local Boards. 

2. Not more* than four nora aim nominated by 

the Governor-General in Council, who 
hold office for one year, but may be re- 
nominated. 

3. Two Managing Governors to be appointed 

by the Governor-General in Council on 
the recommendation of the Central 
Board, to hold office for such period as 
the GoVerxior-Genoral in Council may 
direct. 

4. The Controller of Currency or other officer 

nominated by Government. 

5. Tito Secretaries of the Local Boards. 

It is provided, however, that t he Controller of 
Currency, or Ms substitute, and tin.; S ecrehtrlesj)?' 
thg Loeatsihaai ^ of Urn .Board, 

shall not be entitl ed to vot a. it will ho seen there- 
fore fluff if Government exercises its full powers 
of appointing Governors there will he twelve voting 
members of the Central Board, and four non-voting 
members. When any new Local Board is establish- 
ed, the Central Board will determine how many 
persons shall be appointed on the Central Board 
to represent it. 

The management of the bank is conducted by 
the principal salaried officers, who are the two 
Managing Governors and the three Secretaries, 
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Managers, Inspectors, .and Accountants are ap- 
pointed as required, and were selected, of course, in 
the first instance from the existing staffs of the Presi- 
dency Banks. It is rather curious that the Act 
makes no provision for the appointment of a Pre- 
sident and Vice-President of the Imperial Bank as 
a whole. At each meeting of the Central Board 
the Governors present elect a Chairman from among 
themselves. Similarly there is no provision made 
for the location of a general Head Office of the bank. 

It would appear that the Legislature fought shy of 
deciding between the claims of the Presidency towns,! 
The Central Board is to meet at least once a year*,- 
at every local head office. 

It was always a feature of the Presidency Banks 
that they transacted Government business, and that 
they were limited as to the character of the com- 
mercial business they could undertake. The Im- 
perial Bank inherits this privilege and these 
restrictions. As regards Government business the 
bank may transact any business with which Govern- 
ment from time to time entrusts it or which is pro- 
vided for by agreements made between the bank 
and the Secretary of State. In general the bank 
acts as banker for Government, and remits money 
or lends on securities on behalf of Government. It 
issues Government loans and manages the Public 
Debt, as the Bank of Bengal used to do. The com- 
mercial business which the bank may transact is ; 
subject to limitations similar to those which were j 
imposed on the Presidency Banks. They are set j 
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out in great detail in the first schedule to the Act. 
Generally speaking the bank may not make loans 
or advances for a longer period than six months, 
nor upon the security of immovable property (that 
is mortgages of houses and lands) excepting as col- 
lateral security where the original security is either 
a gilt-edged security or goods which are pledged to 
the hank. It may not buy or discount bills which 
do not hear upon them the signatures of two .per- 
sons or firms unconnected with each other in general 
partnership ; but this does not prevent the granting 
of temporary over-drafts to persons who keep regu- 
lar accounts with the hank. : : : 

The bank has an office in London, which is a de- 
parture from the traditions of the Presidency 
Banks ; but this does not mean that it may under- 
take) general business in exchange. It is not per- 
mitted to deal directly with the public in foreign ex- 
change, though it may transact business in London 
on behalf of Government a-ml public bodies, and 
other banks, and on behalf of certain old customers 
of the Presidency Banks. 

One very important part of the whole scheme of 
; the Imperial Bank is the provision that the bank 
shall open TOO new branches within five years ; and 
of these 25 are to be established at places which 
Government may direct. This ought to do a 
great deal to improve the banking facilities of the 
country ; but the Hon’ble Mr. W. M. Hailey, 
Finance Member, refused to agree to a proposal 
by the Hon’ble. Bai Saheb Seth National that all the 
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one hundred new branches should be selected as far 
as possible in centres of business where there arei as 
yet no banking facilities. He pointed out that a 
mere multiplication of branches was not the most 
important work which the Imperial Bank was 
expected to do. It was to be essentially a bankers’ 
bank ; and as such it could achieve success only by 
a consolidation of its resources. It must be ready 
to come to the assistance of private banks ini times 
of stringency ; and in the ordinary routine of the 
country’s banking business it would exercise a use- 
ful function by the organization of clearing houses 
(the operation of which is explained in the next 
chapter), these being necessary in other centres 
besides the six towns where they now exist, if private 
banks are to achieve their full utility. 


CHAPTER VIII 
INLAND REMITTANCE 

As was said in the last chapter, it is possible 
to save the carrying of money in making payments 
at distant places by sending currency notes by post. 
There are, however, many other ways of saving the 
use of money in making remittances. The system 
of using hmulis, which are bills of exchange, or pro- 
missory notes, in settling debts between different 
towns in India, hr y»y';; : hheifct.’;' : The manner, in 
which it works can he easily explained by an ex- 
ample. Supposing that a merchant in Cawnpore 
has sold cotton to a merchant in Bombay. He 
draws a hundi for the amount requesting the Bom- 
bay purchaser to pay him the amount after sixty 
days. The form in which the htrndi is written is 
not exactly fixed, like the English bill of exchange, 
but there is a customary wording which is varied 
but little in individual cases. Some examples are 
given in the Appendix. The hundi is sent along 
with the railway receipt through a bank or agent 
to the Bombay merchant to “accept.” This he 
does by writing his name across it, and he then 
returns it to the drawer. The latter has then two 
courses open. If he is not in need of the money, 
he may wait until the end of the month, when he, 
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will send the hundi to his agent in Bombay, who on 
the due date presents it for payment and obtains 
the money, which he holds for the account of his 
customer, the original drawer of the huncli, or else 
remits the money to him. It is more likely, how- 
ever, that the seller of the cotton would be glad to 
have his money at once. He then sells or “ dis- 
counts ” the hill, taking it to a shroff with whom 
he does business. This shroff will give him the 
present value of the hundi, that is to say, the 
amount which at the current rate of interest would, 
at the end of the month, be equal to the sum for 
which the hundi is drawn. The present value is as- 
certained by deducting the discount at the current 
rate, which varies from time to time. The shroff 
may keep the hundi and present it for payment 
on the due date through his agent in Bombay, or 
he may take it to a bank where he has an account, 
and in his turn discount it with the bank. In 
this case, he must endorse his name on the back, 
and the bank will then credit his account with the 
present value of the hundi. It is then the business 
of the bank to collect the amount of the hundi when 
due. If the bank has its head office, or a branch, in 
Bombay, it collects the hundi through that office. If 
It has no office in Bombay, it must use some other 
bank as agent. Some banks do a great deal of this 
business ; but they only deal in hundis which have 
good names ” on them. The law provided 
that all persons who sign a hundi or bill of exchange, 
whether as drawer, acceptor, or endorser, are 
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, severally* liable to pay the sum for which it is 
accepted to any party who has purchased or dis- 
counted it. If 'either the drawer or acceptor is a firm 
of exceptionally good standing, that will suffice ; but 
for most hundis the bank requires the endorsement 
of a shroff of substantial means well known to it. 
JT undid payable on demand have come greatly into 
use in recent years, and banks undertake the collec- 
tion of these. 

Very similar to the use of demand hundis is the 
system of bank cheques, which is universally adopted 
in England, and is growing in popularity in India. 
It is worth while, therefore, to explain in some de- 
tail liow cheques are used, and how the hanks 
settle through a cleaving house all the payments 
made by cheques, u.;' ■ 

A man who has deposited money in a bank can 
write out a cheque, or order to that bank, to 
pay so much money to some person named. Every 
bank has its own special form for cheques, which 
are supplied to every customer who opens an 
account at the bank. A cheque reads as follows 

ilerth of Iniiia tUnk, |Ctb. 

(Fatehpur Branch; 

Pay to Messrs, limn Das, s S Do., or Order, 

Rupees One hundred and iwmty-iwo annas eight 

' b y ' ' . ' only, 

Ms. '122-8-0. VaM t 
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This cheque may b§ either handed personally to 
a representative of Messrs. Bam Dass & Go., or 
sent to them by post. If their business is situated 
in the same town as the branch of the bank where the 
drawer, Mr. Bam Gopal Prasad, keeps his account, 
then Messrs. Ram Dass & Co. can send a clerk to the 
bank with the cheque after they have endorsed it 
(signed it on the back), and the bank will then pay 
out the cash immediately. If, however, Messrs. Bam 
Dass & Go. have a banking account with another 
bank in the same town, they will probably find it 
more convenient to pay this cheque into their 
own bank with instructions to credit the amount 
to their account. They have then nothing further 
to do. Their bank — let us call it “ The United Pro- 
vinces Bank ’ ’ — sends a peon with the cheque to the 
branch of the North of India Bank and obtains 
payment of the money and credits the amount to 
Messrs. Bam Dass & Go. The North of India Bank 
at the same time debits the account of the drawer, 
Mr. Ram Gopal Prasad, with the amount which it 
has paid out against his cheque. 

If the business of Messrs. Ram Dass & Co. liad 
been situated in another town, it would have made 
no difference, excepting that their bank would have 
had to claim the amount due from the North of 
India Bank through the post. The United Pro- 
vinces Bank would send the cheque, and by return 
of post they would receive the money in a register- 
ed and insured packet. It is worth noticing, how- 
evei'j that in this case there must be an interval 
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between their receiving the cheque from Earn Dass 
& Co. and their being certain that the money will 
be paid to them by the North of India Bank, because 
it might turn out that Mr. Earn Copal Prasad had 
not sufficient money in his account wherewith to 
pay the cheque. For this reason banks usually do 
not allow a customer to draw out any large sum 
against a cheque which has been paid in until it 
has been “ collected.” 

So far it is not apparent that there is any parti- 
cular saving of money when remittances are made 
by cheques. If the transaction we have taken as 
an example were an isolated ease it would be true 
that all that had happened was that instead of cus- 
tomers sending the money to each other direct, the 
banks did it for them. 

In actual practice, however, single remittances 
like this are very rarely made by banks. We have 
taken the case of one customer only ; but every 
well established bank has hundreds of customers 
dealing with it at every branch. All these cus- 
tomers are frequently paying in cheques which they 
have received from other persons, and commercial 
firms pay in many cheques every day. At the same 
time, these customers will be writing cheques of 
their own which they are sending to various per- 
sons and firms in different parts of the country to 
make payments. Thus every bank finds that it has, 
not one, but several cheques drawn by various 
people on their accounts at a certain bank, and 
Several cheques drawn by other people oh accounts 
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in another bank, and so on. For instance, instead 
of the United Provinces Bank having only one 
cheque to collect from the North of India Bank, 
it probably has 15 or 20. But, at the same time, 
the North of India Bank finds that it has several 
cheques to be collected from the United Provinces 
Bank. Consequently, the system adopted is for 
each bank to keep deposit accounts with all other 
banks in the same town. When the United Pro- 
vinces Bank sends cheques to the North of India 
Bank, it merely requests that the amount of their 
total be credited to its account. When the credits 
of each bank in the other mount up they simply 
make debit and credit entries for the same amount in 
their books. Thus bank A will order B to transfer 
Bs. 10,000 from A.’s credit to itself ; and at the same 
time bank B will give a similar order to A. If there 
is a considerable excess, it may be withdrawn in 
cash, or transferred by bankers ’ draft to some other 
town. Every bank thus has accounts with the 
branches of other banks in towns all over the 
country. 

In large commercial cities where there are a 
great many banks, the business of collecting 
cheques would be difficult and complicated if 
carried out in the manner above described. The 
system has therefore been further elaborated by 
the establishment of “bankers’ clearing houses,” 
where representatives of all the banks meet every 
day so as to settle the claims which each has against 
the others. Such clearing houses have been 
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established in Calcutta,. Bom bay, Madras, Cawnporcy 
and Rangoon. The clearing houses work upon the 
principle of reducing - the calculations and the 
transfers of money to the minimum, and this is 
accomplished by establishing a “ common fund ” 
for the clearing house, with which alone each bank 
has to settle a balance to be received or paid each 
day. The matter can he made clear if we consider 
a number of banks and denote each one by a letter. 
Let there be seven banks with offices in the town, 
and let these banks be denoted A, B, 0, D, E, F, G. 
We examine the transactions of a single day only, as 
the clearing operations are entirely completed each 
day. Bank A has had cheques paid into it by cus- 
tomers drawn on each of the other banks B, C, 1), 
etc., and it has to claim the amounts from each of 
these banks. Likewise, each of these other banks 
B, 0, D, etc., has certain sums to claim from each of 
the other hanks. The representative of bank A goes 
to the clearing house with his cheques made up in 
bundles according to the banks on which they are 
drawn, with a list of cheques in each bundle. He 
presents his list of claims on each hank to the 
representative of that hank. The clerk of every 
other bank has gone prepared in the same way and 
presents to each bank his list of claims. Hence, the 
representative of A gets six lists of cheques claimed 
from him by the six other banks. Each represen- 
tative counts the cheques presented and tests the 
addition of the list. He then adds together the total 
claims of each of the other six banks and ascertains 
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the total amount which he has to pay. This ho 
compares with the total sum which he has to claim 
from all the other six banks. He subtracts the 
smaller from the larger and finds what sum he has 
either to pay or to receive on the balance of the whole 
of the claims. If the balance is against him lie has 
to pay it into the common fund ; if the balance is in 
liis favour, he will receive it from the fund. 

Even these payments to and from the common 
fund are managed without the use of any money 
whatever. Every one of the banks keeps an account 
in the office of the Imperial Bank, and there is also 
an account kept in the Imperial Bank for the Clear- 
ing House fund. A bank which is on that day in- 
debted to the common fund simply draws a cheque 
on its account in the Imperial Bank, and the amount 
is then credited to the Clearing House account. On 
the othe^-Jamd, if the hank has to receive a balance 
from the common fund, it receives a cheque drawn 
on that fund which it pays into its account in the 
Imperial Bank, thereby making the transfer. It 
will be observed that all the payments into and out 
of the common fund must balance one another, and 
that by this simple means all the claims from every 
bank upon every other bank are adjusted, and 
without the use of any money at all. 

The following figures give the total value of 
cheques cleared in the principal clearing houses in 
India in certain years, and they indicate a steady 
growth in the business of banking, as well as an 
expansion of trade : — 



i ear. Calcutta 
1900 139 

1905 175 

1910 222 

1915 323 

1918 744 

1919 902 

1920 1,534 
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instantly paid without question ; consequently , it 
is as good as ready money, and the merchant will 
arrange to dispatch the goods immediately he has 
received it. 

It is probably true that the great bulk of pay- 
ments from place to place which are made without 
the actual sending of coin or currency notes are 
settled by means of hundis, cheques or bank drafts. 
These methods, which are very convenient for com- 
mercial transactions on an ordinary scale, need to 
be supplemented bv facilities at the two extremes 
of large and small payments, respectively. For 
making large payments the Imperial Bank offers 
facilities as between places where it has branches ; 
and as regards other places it is possible to pur- 
chase “ supply bills ” and “ telegraphic transfers” 
from Government Treasuries. For small pay- 
ments, money orders can be sent through the Post 
Office. 

The Government treasuries are of course main- 
tained for the administrative purposes of Govern- 
ment. The revenue collected in every tahsil of each 
district is paid into the sub-treasury, and thence’ 
goes into the district treasury. The payments of 
salaries of Government officers, and other expendi- 
tures of Government, are made from the district 
treasuries ; though where there is a. branch of the 
Imperial Bank it is used instead of a treasury. 
In accordance with instructions which are issued 
from time to time by the Accountants General of 
the provinces, a treasury is allowed to sell to the 
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public a bill, which -is called a “ Supply bill ” drawn 
u pon any treasury required, provided the latter has 
grl gieient funds. If the sum to be remitted is large 
a “ currency - transfer ” may be issued, which is 
payable out of the “ Currency Chest ”, whilst tlm 
supply bill is paid out of the ordinary treasury 
glance. In either case the purchaser pays in his 
money at one treasury and the payee, or his agent, 
draws it out from another treasury. This serves 
a double purpose. It enables the public, which, in 
this instance, is mainly banks and large merchants, 
to transfer money to the place where it is required ; 
as, for example, when financing the movements 
of crops, without actually moving coin or notes. 
On the other hand, it enables Government to 
transfer balances, which become inconveniently 
large in many mofussil treasuries, to the larger 
treasuries in the principal towns. As it takes a 
few days to send a supply bill by post, and as the im- 
mediate transfer of funds is often of commercial 
importance, Government has arranged for what 
ai -e called Telegraphic Transfers to be made 
between the various treasuries. These are simply 
li^tclegraphic-unpuey „orders for large.. .sums (not 
legs than Rs. 10,000), which may be paid for at, and 
m*'- h'om, a Government treasury to another Gov- 
erilft^-iM^sury where funds are avaiiafrl fi. , 
Application must be made beforehand for a sup- 
ply hill or telegyaphie transfer so that the treasury 
officer who is requested to issue it may obtain author- 
ity from the Accountant General of the Province 


INLAND REMITTANCE 96 

to do so ; otherwise, there might bo difficulty in pay- 
ing it, or at least the treasury required to pay it 
might be inconveniently depleted of funds. The 
commission charged on supply bills and currency 
transfers is two annas for every Rs. .100 for bills 
up to Bs. 10,000, and one anna per cent for bills 
over that sum. As between places where it has 
branches the Imperial Bank issues supply bills or 
telegraphic transfers at the same rate of commission, 
instead of the treasuries, which do not issue them. : ' : 

The Post Office provides facilities for remitting 
small sums by money orders through its organiza- 
tion extending over the whole country. It has de- 
veloped a system of setting off payments in op- 
posite directions against one another, similar in n 
its effect to that which is managed by the cheque 
and clearing systems of the banks. The manner of 
operation is of course different, and in many ways 
simpler, because the post office is a single organiza- 
tion under uniform control ; but the economic effect 
is the same, namely, that the actual sending of coins 
or currency notes is avoided. We may see by an 
example how the system works. On a certain day 
several persons in Bombay will be remitting sums 
of money to people in Cawnpore, and on the same 
day several persons will be sending other sums of 
money to other persons in Bombay. Every one of 
these amounts can be delivered to the addressee 
without any money whatever being sent between 
Bombay and Cawnpore ; for the money, which is 
paid in by persons in Bombay, is used* to be paid. 
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out to other persons there to whom money has been 
sent from Cawnpore. If the total sums received at 
Bombay from Cawnpore exceed the total sums being 
sent from Bombay to Cawnpore the post- 
master in Bombay will have to pay out more than 
he receives, so his available balance of cash will be 
reduced. 

Such payments are always taking place in all 
directions between different towns, so that Bombay 
receives remittances of money orders from towns 
all over India, and is also sending money orders 
to those towns. As a rule, the amounts which are 
remitted from and to a town by money order very 
nearly balance one another. There may he some 
variation from day to day, but the totals out and in 
each week very nearly balance. 

Seasonal Movements oe Funds 

The statement at the end of the last paragraph 
that the total payments made through the post office 
in and out of a town very nearly balance each week 
is true as a general rule, hut there are some im- 
portant exceptions. The same statement would be 
true as a rule of the remittances effected through 
banks ; but in this case the exceptions are some- 
times of great importance. The fact is that there 
are seasonal variations in the demand for m&ney 
in different parts of the- country, where it is required 
for financing the movements of crops. 

"When any commercial crop, that is to say, one 
which is sold to distant markets, has been gathered 
in and is ready for despatch, a considerable volume 
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of money is required for purchasing it from. tM 
cultivators and small merchants who are holding 
stocks. The crops in some parts of India pass 
through a large number of hands before they reach 
the godowns of the big exporting merchants in 
Bombay or other port town.. The cultivator sells 
to the village bania, or mahajcm, and he sells to a 
grain or cotton dealer in the nearest small market 
town. The latter sometimes sells to larger mer- 
chants in the big upcountry markets, such as Cawn- 
pore, Amritsar, Lyallpur, Indore, etc., and some- 
times direct to the Bombay or Calcutta merchants. 
There is an increasing tendency, however, for the 
very big commercial firms in Bombay, Karachi and 
Calcutta, to send their representatives direct to the 
small market towns, and in some eases even to the 
villages, so as to purchase from the small mer- 
chants, and in the latter case direct from the 
larger cultivators themselves, thereby cutting out 
the middlemen’s profits. Whichever method is 
adopted, much money is required to purchase the 
crop, and as nearly all of this money goes into the 
hands of the village banias and cultivators, it must 
be paid in the form which they demand. Cheques 
are useless to them, and in most parts they will 
not take currency notes ; consequently, it is neces- 
sary to send silver. At the time when the cotton 
crop is being moved from the Deccan, Berar, Khan- 
desh and Northern India to Cawnpore and Bombay, 
enormous sums totalling many crores of rupees are 
required in actual silver coin, It is not possible 


98 


INLAND REMITTANCE 


that so large a quantity of silver should remain in. 
the upcountry treasuries and banks throughout the 
year. In normal times the silver, which is paid 
out at the time a crop is brought in, filters back 
slowly to Government treasuries and banks during 
tlie remaining months of the year, as the people are 
paying their rents and revenue and purchasing cot- 
ton cloth, brass utensils, and various other goods. 
The silver accumulates in the treasuries and 
branch offices of the banks to an undue extent, and 
some of it has to be sent to Cawnpore and Bombay 
and other large industrial centres. When the time 
comes for the next year’s crop to be moved, the 
merchants take out silver by cashing large cheques 
at the branches of banks at towns as near as possi- 
ble to the places where they require it. The banks, 
therefore, ha ve to move up. silver .in anticipation of 
its being required. Supply bills are used so far as 
available, but many merchants require funds in 
small market towns where there is no bank and no 
treasury, and their usual practice then is to change 
the currency notes into silver coin at a Government 
treasury and take the coin in boxes by rail or road 
to the place where it is required. 

It is a feature of the present organization of 
internal payments in India that actual silver coin 
is moved from place to place, chiefly by railway, to 
a far greater extent than in European countries. 
Coin very frequently has to be moved by Govern- 
ment, and also by the banks. It so happens that 
tba different harvests are ready to be moved at 
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different times in different parts of India. The 
cotton crop is moved in December to April in 
western and northern India ; the wheat erop ! in 
April, May and June in northern India ; the B firm ah 
rice crop in January to April, and the jute crop 
August to December. It will be seen that those 
banks like the Imperial Bank, or the Alliance Bank, 
which have their branches widely distributed, can 
use their funds at one time in financing jute, and an- 
other time rice, and then wheat; or cotton may be 
alternated with wheat. Instead of keeping its silver 
coin lying idle, the bank prefers to send it by rail 
many hundreds of miles backwards and forwards 
between different parts of India during the year. 

In the later part of the war period exceptional 
conditions prevailed ; and the normal return of sil- 
ver from the hands of the public during the months 
intervening between the principal commercial 
harvests did not occur. As explained in a later 
chapter, the rise in prices led, not only to much 
larger amounts of silver being paid out to the small 
merchants, and through them to the cultivators ; 
but also to the latter hoarding their money with a 
view to the possibility of prices falling. An enor- 
mous absorption of silver resulted, and the difficul- 
ties which Government experienced in obtaining sil- 
ver fast enough and coining it at the mints led to 
the use of alternative means of payment so far 
as possible. It was found that in the Punjab the 
cultivators would accept gold as readily as silver, 
and sovereigns to the value of many erores of 
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rupees were paid out in purchasing the wheat 
harvest. In Bengal an interesting experiment was 
made in 1918 of purchasing the jute crop -with cur- 
rency notes. It was found that a liberal use of the 
one-rupee notes along with the ten-rupee notes 
made this form of payment acceptable to the culti- 
vators of jute, and a great economy of silver re- 
sulted. 

Economy on Coin 

It will not be any great advantage to India if the 
people at large become habituated to the use of gold 
as currency in place of silver, for this would mean the 
employment of vast quantities of the precious 
metal for a purpose which can be equally well 
served by paper, either in the form of currency 
notes, or of cheques and himclis used in a more per- 
fectly organized banking system. If a large amount 
of currency in the form of gold and silver coin is 
to be used in the country, it can be made available for 
use only by exporting an equivalent value of goods. 
Although we mine only a little gold and practically 
no silver in India, the labour of a large part of the 
Indian population has to be given indirectly to 
providing gold and silver. Their labour must be 
diverted from producing goods for consumption to 
producing those commodities, which, by exchange, 
will provide us with the vast quantity of metal re- 
quired for the currency ; yet the use of the precious 
metals for currency purposes makes the people no 
better off. It is used simply to be passed from 
hand to hand. If all the currency were paper, and 
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if metal were used only for the subsidiary coins of 
less than one rupee, we should still be able to pur- 
chase things as conveniently as now. If a person 
wanted gold or silver for making ornaments, he 
could purchase it in the bazar. 

If the labour wasted in obtaining gold and silver 
for use in circulation were set free from this occu- 
pation by a change of our demands, we could 
direct that labour so as to make the country really 
wealthier in goods, and ultimately in the enjoyment 
derived from them. To obtain many crores of 
rupees worth of gold and silver to be used in cur- 
rency, we must export goods of that value. We 
might continue to export those goods, but instead 
of gold and silver we might buy cloth, machinery 
and appliances of all kinds, which would help to 
make Indian labour more productive, and enable 
the people to live more enjoy ably. The moral to be 
learned from this is, that everybody should do what 
he can to encourage the use of paper as currency, 
and to avoid the use of gold and silver. He should 
insist on being paid in currency notes rather than 
in rupees ; and if his income justifies it, he should 
open an account at a bank and make his payments 
by cheques. Everybody who makes frequent pay- 
ments finds the use of a bank by far the most con- 
venient arrangement. 


CHAPTER IX 


FOREIGN EXCHANGE 

The system in use for making payments between 
India and foreign countries is exactly similar in 
principle to the methods followed for settling pay- 
ments between places within India. In actual 
practice there are several ways of making payments 
between India and England; but most of such pay- 
ments are made through the agency of exchange 
bwife i m _ those.;&jlte| fi^^pl .. l|^|aMe .-Affide’s 
both in India and England, Government _ also 
necessarily takes a part in the business, because it 
has to transfer large sums to London to meet the 
regular expenditure and interest payments of India 
in England; and also because at times Government 
is in a position to give assistance to trade, by pro- 
viding facilities for transfer of money from England 
to India, or vice versa. Probably about three- 
fourths of all the payments made in both directions 
result from trade, that is, sales of goods in either 
di^ction. Payments for goods purchased by mer- 
chants are generally made by means of bills of 
exchange. 

The Indian.. .exporter having. .dr awn his ..bill in 
duplicate, l akes it to an Exchange Bank in India 
where he has an account, and this bank “buys” the 
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bill, or “ discounts ” it, crediting Ms account imme- 
diately 'with the full amount of the bill, less the dis- 
count. The bank forwards the bill to its office in 
London, which presents it for acceptance to the firm 
on which it is drawn. When the firm which has 
bought the goods has signed across the bill that it 
is accepted, it has become a legal undertaking to 
pay the money on the day when the bill becomes due. 
When the time has expired the bank receives pay- 
ment in London. The whole business has resolved 
itself into two separate transactions: (1) an 
advance by the bank in India of the value of the 
goods sold, less the discount, to the Indian exporter ; 
(2) the bank re-imbursing itself by collecting the 
bill in London when it matures. ' ' 

The economic result of these transactions is as 
follows. The Indian exporter gets paid for his 
goods immediately he has put them on board ship; 
the English purchaser gets three months’ credit 
from the date when the bill reaches him for accept- 
ance, which is in truth a loan from the bank, as the 
bank paid the exporter immediately on shipment; 
and finally the bank gets its loan repaid in London 
by the bill maturing. Altogether apart from the 
loan, the bank has rendered the service of enabling 
the purchaser in England to pay the seller in India 
for his goods; but the bank’s fund of money in 
India is now reduced by the sum paid to the ex- 
porter, whilst the bank’s available money in London 
is increased by the sum received when the bill 
matures, . ’ : " 


FOREIGN EXCHANGE 


104 

The bank obviously cannot go on indefinitely dis- 
counting the bills of Indian exporters, or it would 
soon exhaust its funds in India and transfer all 
its money to London. This difficulty is surmounted 
by the fact that the bank also finances imports. 
The English exporter, who has sold piecegoods or 
machinery to an Indian importer, draws a bill on 
the latter and discounts it at the London office of 
an Exchange Bank. This bill comes to India, is 
duly accepted and on maturity paid by the Indian 
importer to the local office of the exchange bank. 
iMany English firms, with a view to limiting their 
risk, insist upon the payment of cash to the exchange 
bank for the release of the shipping documents, 

i tliat is, the bill of lading and invoice and accepted 
bill, which are held by the bank at the Indian port 
|itown, until the Indian importer, having heard that 
| the ship has entered dock, comes with his money 
and obtains the bill of lading which enables him to 
kclaim the goods. If the importer has no immediate 
jiprospect of selling the goods, he may not care to 
fuse his money in paying for them at once, and he 
"then leaves them to be put into the hank’s godown, 
either in Bombay or Calcutta, or in Cawnpore or 
Amritsar. The bank then pays the bill of exchange 
by means of a loan to the importer secured on the 
goods ; and the latter are taken out when the amount 
due i s' paid to the hank. 

Whatever the exact method employed, it is 
obvious that financing the import trade puts the 
J5xebange Batiks in funds in Ipdia, whilst it at the 
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same time relieves them of their funds in London. 
There is also a considerable amount of money sent 
from India to England in the form of remittances. 
Persons making large purchases in England or 
elsewhere must often remit a part of the money 
with the order; English firms have to remit home 
their profits and the dividends of companies ; and 
Englishmen employed in India, and Indians resid- 
ing in England, are constant remitters of small 
amounts month by month. The total stream of 
money so remitted is considerable. The method 
followed is for the remitter to buy a bill from one 
of the exchange banks either directly or through an 
upcountry joint-stock bank where he has an account. 
This bill is posted to London and can be collected 
by any English bank from the office of the Exchange 
Bank. Of recent years a large proportion of such 
private remittances have been made by telegraph; 
but the effect is always the same. The remitter 
pays money to the exchange bank in India, and the 
money is paid out in London. We see therefore that 
the fina ncing of imports by . bills, and the str eam 

cff..xemittanee§,.„ln London, are the chief sources 

whereby the; Exchange iBthfc^|oMde, themselves 
with funds for financing export bills. 

The Balance of Payments 
It has just been explained that Indian mer chan ts 
who export goods draw bills of exchange on the 
buyers of those goods in England, America, or 
elsewhere; and likewise, the sellers of goods which 
Indian merchants are importing, draw bills upon 
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the latter, which they sell to the banks in their own 
countries. These banks set bills in one direction off 
ggainst the bills and remittances in the other direc- 
tion; and obviously, when these payments in oppo- 
site directions balance one another, there is no 
need for the Exchange Banks to remit money at all. 
It very often happens, however, that when all pay- 
ments in each direction are thus set off against 
one another, there remains a balance of payments 
to be made in one direction or the other. In normal 
years, the balance of payments is “in favour of 
India,” which means that there is a balance of 
money due to be sent to India, because the exports 
are of greater total money value than the total 
value of the imports added to the interest charges 
on private capital and other money remittances due 
from India. Consequently the banks, after setting 
off payments in each direction against one another, 
find that they must send a balance of money to 
India. This they can do by sending gold or silver, 
the latter being sold at its market price; but often 
the actual shipment of coin or bullion is unneces- 
sary. As Government requires to remit money to 
London to meet the Home charges, which amount 
to about £30,000,000 per annum (over 45 erores of 
rupees), this is done by the Secretary of State sell- 
ing in London what are called Council Bills. A bank 
m London having a balance of payments which must 
be remitted in money to India, buys a Council Bill 
from the Secretary of State entitling it to receive 
SO. many thousands of rupees from the Government 
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Treasury in Bombay, Calcutta or Madras. This 
being posted to India and cashed settles the balance 
of payments so far as that Bank is concerned. 

In like manner, when the balance of payments is 
against India — that is to say, if more money is 
owing from India to other countries than from those 
countries to India — it is necessary either to send 
gold or silver out of India, or to buy from the Gov- 
ernment in India bills payable in London, which are 
called “Reverse Councils, ” or 
These bills are paid for in rupees at Government 
Treasuries in India ; and when sent to London they 
entitle the holder to be paid so many thousands of 
pounds English money out of the balances of the 
Secretary of State. 

The sending of Council Bills by post takes time, 
however, and Government has in recent years given 
great facilities for the remittance of what are called 
“ Cable... Transfers ” or Telegraphic Transfers, l 4, - 
which may be sent in either direction between . 
London and one of the Presidency towns in India. 
Government now sells both “immediate” and 
“ deferred ” telegraphic transfers between Eng- 
land and India, the former being sent immediately, 
and the latter 16 days after they are paid for. The; 
price of “deferred” transfers differs from the 
pric e of “ immediate ” transfers by l-16d. per rupee, 
the “ deferred ” transfers being cheaper by that. 
amount, so as to compensate for loss of interest on 
the money for 16 days. The public do not usually/ 
buy Council Bills or telegraphic transfers direct 
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from Government. Tlie Exchange Banks (see 
above, pp. 73-74) make this a part of their business ; 
and any person in India wishing to remit, say, £200 
(about Bs. 3,000) to England by telegraph, simply 
writes an order to that effect to his usual bank, 
which, if not itself an Exchange Bank, passes on the 
order to the Exchange Bank for which it acts as 
agent, and charges a very small commission. 

The Bate 01? Exchange 

There is one point about the making of foreign 
payments, which it is necessary to understand ; 
and that is the effect which the fact of there being 
a balance of payments due in one direction or the 
other may, in certain circumstances, have upon the 
rate of exchange. Supposing that there is a large 
balance of payments due to India, this balance can 
be adjusted by the sending of gold from London, 
or by the sending of Government promissory notes, 
or any saleable securities, to India ; or by purchas- 
ing jCouncil bills, which the Secretary of State, 
before the war, was prepared to sell without limit at 
Is. 4 Id. Persons desiring to send money to India 
would naturally compote among themselves to buy 
these bills, and would, in order to get more bills than 
their competitors, offer a higher rate ; but, of course, 
they could get any quantity at 1,9. 4 id. This latte r 
figure was, therefore, th e', limi t, 'beyond..which.. .ex- 
change could not rise. On the other hand, when the 
balance of payments was from India outwards, 
either gold had to bo obtained from the Government 
reserve, or in the market, for export, or traders had 
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to apply to Government for Reverse Councils, 
Before the war these were sold at Is. 3§fd. 
Between Is. 4 Id. and Is. 3 ff<L fluctuations in ex- 
change were possible. # 

In normal times the exchange, rates between any 
two countries having the gold standard can ductm 
ate only between narrow limits, which are determin- 
ed by the cost' of shipping gold in either direction. 
These limiting rates are termed the “ upper ” and 
“lower” gold points, or “inward” and “out- 
ward” gold points. For example, the par of ex- 
change between London and New York is $4,866 
for £1. The “ inward ” gold point, speaking from 
the English point of view, is $4.90, whilst the “ out- 
ward ” gold point is about $4.83. This implies that 
the cost of shipping gold either w T ay between London 
and New York is approximately $0,035, or 3| cents 
per £1. The par of exchange $4,866 represents the 
price in New York of £1 in England, and the cost of 
sending gold would necessarily have to be added to 
this, so that exchange cannot rise above about $4.90, 
because at that point a stream of gold begins to be 
sent from New York to London. Conversely, when 
exchange falls to $4.83, London is paying a high 
price for the dollar, and it becomes remunerative to 
send gold to New York. 

In precisely the same way, as regards the Indian 
sterling exchange, the inward gold point was, from 
India’s point of view, before the war, la. 4 Id., and 
the outward gold point Is. 3|f d. Since the alter- 
ation of the rating of the rapt# in February, 1920, 
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to a parity of 2s., the theoretical inward gold point is 
2s. OJd. and outward gold point Is. Ilf id. The in- 
crease of the margin of variation from the par of 
exchange from \d. to in the case of the inward 
gold point, and correspondingly for the outward 
point, is partly apparent and partly real. In the 
first place, it must be remembered that the sovereign 
is now legally worth Rs. 10 only instead of Rs. 15. 
Consequently, the proportional cost of shipping the 
sovereign added to the price of the rupee is corres- 
pondingly increased. The real increase of cost is 
due to the higher level of freight rates which 
have prevailed since the war. 

It is necessary now to understand what happens 
to the exchange rate in abnormal times, when gold 
and silver are not available for shipment. For 
simplicity sake, let us first of all take a purely 
hypothetical case relating to the Indian exchange. 
We may suppose that there is a large balance of 
payments due to India, and that it is impossible to 
buy sufficient gold and silver for shipment to India 
to settle the balance, and that Government cannot 
offer Council bills sufficient to satisfy the demand. 
How then can the balance be paid ? In fact it can- 
not be paid under those circumstances. People would 
then try to export either valuable goods, such as 
precious stones, or Government promissory notes, 
or other securities, to settle the difference. If these, 
as weir as money, were not available for remittance 
at profitable prices, then there would indeed be no 
.way of sending the balance .due, and the people 
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desiring to send the money would compete amongst 
themselves to buy bills entitling them to reeeive 
money in India. This would naturally cause the 
price in London of every rupee in India to rise ; and 
so the rate of exchange would be likely to rise much 
above gold point. There is in fact no definite limit 
to the height to which it might rise under those 
circumstances. On the other hand, if the balance of 
payments were from India outwards, and if there 
were not enough gold obtainable in India for export, 
and if Government were unable to sell Reverse 
Councils sufficient to meet the demand, persons 
having to make remittances to London would com- 
pete with one another ; and the price of £1 in 
London would rise, and the exchange rate, therefore, 
would fall, below the outward gold point. The price 
of £1 in London would then have risen, before the 
war, from Rs. 15 to Rs. 16, or more, which means a 
fall of the rate of exchange, as usually quoted, from 
Is. 4d. to Is. 3d., or lower. 

Thus, we see that the maintenance of the rate of 
foreign exchange at a figure close to the par of ex- 
change is dependent upon there being available some 
means of making payment of the balance due in 
one direction or the other. If the balance of in- 
debtedness cannot be paid, the exchange rate will 
tend to rise or fall beyond gold point, according to 
whether the balance is in favour of or against India. 

The only limit to such movements of exchange is 
the compensatory action which the high, or low, 
exchange itself has on the current of trade. When 
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exchange rises high, some people having to make 
payments to India expressed in rupees find that it 
has become expensive to make such payments, and 
arrange to postpone them. Indian exporters sell- 
ing abroad in prices expressed in English money 
find that the rise of exchange makes it impossible 
for them to sell at the former prices because the 
English price becomes converted into a smaller num- 
ber of rupees. When they raise their prices, how- 
ever, some of the business is lost, the prices being 
too high for foreign buyers. Consequently the 
export trade tends to diminish. In that way, the 
balance of payments due to India gradually becomes 
reduced until it disappears, and payments inwards 
and outwards become equal. This result has follow- 
ed, however, only because the exchange rate has 
risen. * 

In a similar manner, a heavy fall of the exchange 
rate, due to a large outward balance of payments 
tends to correct itself. When the exchange rate is 
lower, the rupee buys fewer shillings and pence 
English money, and so the cost of purchasing goods 
for import to India increases. With a heavy fall 
of exchange, the cost of many kinds of goods would 
become so high that the demand for them in India 
would fall off considerably. It is important to 
notice that such a reduction of the import trade 
is usually accompanied by an expansion of the ex- 
port trade, which is stimulated by a low rate of ex- 
change. The effect of a fall of exchange is, there- 
fore, automatically to bring into operation forces 
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tending to reduce imports and increase 'exports. 
This tends to restore equality in the payments due 
outwards and inwards. 

Considerable movements of the exchange rate re- 
sulting from the causes just described can be illus- 
trated best from the experiences of Europe in the 
period since the termination of the w r ar. The ex- 
change rates between various countries of Europe 
and between America and Europe have risen or 
fallen a long way from the par of exchange and have 
been undergoing violent fluctuations. The situation 
in regard to the' European exchanges will he under- 
stood by studying the table opposite which gives 
the exchange rates between London and many 
countries of the world. The first column of figures 
gives the par of exchange for each country, and 
the other columns the actual quotations on the dates 
stated. It will be seen that the Italian lira and the 
German mark were heavily depreciated in February, 
1920, the mark, in particular, being worth only one- 
sixteenth of its par value in gold. 

These fluctuations of the exchanges are obviously 
very unsatisfactory and embarrassing to merchants, 
as they cannot form any estimate beforehand as to 
what the probable movements of exchange will be. 
If they could do so, they would adjust their prices 
accordingly ; but the only course open to a merchant 
is to make a long term contract in advance for ex- 
change, so that at the time of purchasing goods for 
sale abroad, or vice versa, he may cover his transac- 
tion by having the exchange purchased in advance. 


FOREIGN EXCHANGE 


arrangements ; but, as it is a risky business for them, 
the rate of exchange offered is necessarily unfavor- 
able to the trader. 

The influence of an excessive balance of payments 
on the Indian exchange has not in the past been 
considerable — at any rate, it has been small in com- 
parison with what lias happened as between other 
countries. Government has always made provision, 
so far as proved practicable for facilitating the re- 
mittance of a balance of payments. During the 
way, when there was a very favourable balance of 
trade and a difficulty in obtaining funds to finance 
exports from India, exchange would undoubtedly 
have risen higher than the rate at which Govern* 
ment were prepared to sell Council bills, had not a 
certain measure of control been exercised. 

Table of Exchange Quotations in London. 
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At that time gold. was not available for export from 
England, and the Government of India experienced 
difficulty in providing funds in India, by the pur- 
chase of silver and otherwise, to an extent sufficient 
to allow the Secretary of State to sell Council hills to 
meet the full demand of the Indian export trade. 
It was, therefore, made a condition of the sale of 
Gounod drafts in London during the war that the 
rupees so provided in India should be used solely for 
the purpose of financing the export of commodities 
required for the prosecution of the war. In this 
way, the exchange rate was prevented from rising 
above as it must have done in the prevailing 

circumstances of trade if there had been no condi- 
tions imposed. The subsequent increases to Is. 5 d. 
and Is. 6cl. were necessitated by the rise of the price 
of silver, as will be explained later in Chapter XIII ; 
but such increases were rendered possible, and in- 
deed easy, by the balance of payments being strong- 
ly favourable to India. 

The effect of a highly unfavourable balance of 
payments on the Indian exchange may be illustrated 
by the conditions prevailing in the year 1920. A 
demand for Reverse Councils arose in January of 
that year when exchange was standing at 2s. 4d . ; 
and month by month the demand for Reverse Coun- 
cils grew until it reached unprecedented propor- 
tions. This was due mainly to the fact that, whilst 
the total value of exports remained stationary/ the 
imports wore gradually increasing in value, partly 
owing : to the compensatory effect of the rise ' df 
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exchange, which Has been already alluded to above 
(page 112), partly because the shortage of stocks 
of goods of many kinds due to the war was being 
made good ; and partly because a boom m company 
promotion had led to the ordering of a great amount 
of machinery and plant from abroad. Added to t e 
growth of payments for imports, was an unusually 
large stream of remittances of profits and savings 
of persons who were tempted by the unusually high 
rate of exchange to make a profitable investmen o 
their money in England. Reverse Councils were 
sold to the amount of fill-million in February, an 
thereafter at the rate of fil-million per week ; but 
this was. quite insufficient to meet the unfavoura c 
balance of payments. The result was that the 
market rate of exchange fell much below the rate at 
which Reverse Councils were sold, which was cal- 
culated at the theoretical gold parity. By the 
middle of June the market rate had fallen to id. 
below the rate for Reverse Councils, and. towards 
the middle of the month exchange touched its lowest 
point, namely, Is. 8 cl. Of course, exchange won c 
not have fallen so low if there had been in India a 
large quantity of gold available for export. I^tbis 
x^cspectthM situation was peculiar, aud, as explained 
in a later chapter, large imports of gold were being 
. made by Government. It was not possible to release 
gold for export at a price corresponding with the 
exchange rate of 2s,, at which Reverse Councils were 
being sold ; and the internal price of gold was such 
that it was not profitable to export gold obtained 
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from the banks or the bazars when exchange was ^ 
at apy pornt above la. 9<*. The ^avonraHe W»ioe 
of payments was able to exercise its fu . 

depressing the rate of exchange after the snspension 
of the sale of Reverse Councils at the ^nd of 
September, 1920, and the rate fell ^dually below 
Is. 4£., and remained fiuctuatmg about that leve 
throughout 1921. The course of events will be more 
fully described and explained in Chapter XV. 


CHAPTER X 

THE FALL OF THE PRICE OF SILVER 

The present position of the. Indian eiirreney syd- 
tehn cannot be fully understood without a knowledge 
Of its past developments. In Chapter III we traced 
the conversion of the English currency from the 
double standard of gold and silver to the gold stand- 
ard with a token currency of silver, and the" change 
in India from the double gold and silver standard 
to the single silver standard. The present chapter 
is devoted to the period 1835 to 1893, the out- 
standing feature of which was the fall of the price 
of silver. We shall also see what were the causes 
of the changes which took place during that period, 
and examine their results. 

From 1835 onwards to about 1872, there was 
little alteration in the currencies of Europe and 
India. For many centuries the ratio of exchange 
between gold and silver had been approximately 15 
tolas of silver to 1 tola of gold ; which corresponds 
with the price of 62 per ounce for standard 
silver in London. Sometimes the rai% :: . : ifhsd : '':te : .: 
16 : 1 (that is, 58£d. per ounce) as in 1845 ; and 
sometimes it fell nearly to 14f : 1 (65/?. per ounce) 
as in 1859 ; but there was never any great change. 
On the whole, however, the price of silver was 
higher during the years from, 1851 to 1866 than it 
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had been previously for any such lengthy period. 
The reason of this is probably to be found in the 
great increase of the world’s production of gold 
which began in 1851 as the result of the discovery 
and exploitation of the new goldfields in California 
and Australia. The gradual increase of the sup- 
plies of gold facilitated an extension of credit by 
banks in England, and tended in this way to raise 
the price of commodities, and with them the price of 
silver. It is indeed surprising that the price of 
silver did not rise higher. -The explanation is prob- | 
ably to be found in the fact that the famous French * 
Law of 1808, which established the double standard, 
and made both silver and gold standard money at 
the ratio of 15-J- : 1, was still in operation. Gold 
tended, therefore, to replace silver in France as 
the circulating medium because the fall in the price 
of gold relatively to silver had made it the cheaper 
metal. This meant that large stocks of silver were 
going on the market from France, and this tended to 
keep down the price. From 1805, onwards, the 
world’s production of silver began to increase consi- 
, feab ly ; and the effect of this in lowering its price 
could not be long delayed. 

During 1872, however, the rate of exchange 
between England and India was fairly stable and 
varied round about 2s., usually just a little under. 
The exchange rate varied, of course, with the 
price of silver ; but the range of variation was 
small compared with what happened afterwards. 

In order to understand exactly what the position. 
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was at this time, we may make a calculation of what 
the rate of sterling exchange must have been during 
this period. The sovereign contains almost* exactly 
1 113 grains of pure gold, and the rupee, which weighs 
? 180 grains, contains 165 grains of pure silver. 
When the market price of silver corresponded 'with' 
the ratio of 15 tolas of silver equal to 1 tola of gold!, 
the number of rupees which it cost to buy £1 in 
London is found by the following calculation : — 
f|f x 15 = = 10-27, or nearly Rs. 10-4-4, 

That is to say, the price of the sovereign was 
Rs. 10-4-0, and the rate of exchange, as usually ex- 
pressed, namely, the price in London of buying one 
rupee in Bombay or Calcutta, was 20$.--10 , 27 or 
about Is. ll\d. When the ratio of silver to gold 
altered to 144 : 1, the equivalent rate of exchange 
was 2s. ; hut the ratio usually varied between Is. 

Id. and 2s. The rates of exchange thus calculated 
are equivalent to the par of exchange as the term is 
understood between two countries both having the 
gold standard, or both the silver standard. Qbvi- 
y ously there is no fixed par of exchange between a 
<? country with a gold standard and a country having 
a silver standard. The * par of exchange ’ is then a 
variable figure^depending upon the world’s price, of 
silver in terms of gold ; and it is calculated as shown 
above. The balance , of trade has, its effect upon 
the rate of exchange at the same time. When the 
balance of payments was in favour of India, as was 
usually the ease, the rate of exchange would rise 
above the parity of the price of silver to the extent of 


THE FALL OF THE PRICE OF SILVER 121 

about \d., which represented the cost of importing 
silver. On the other hand, when the balance of 
payments was outward, the rate of exchange would 
fall to nearly H. below the parity of the price of 
silver. 

It was in 1872 that the radical change in the rela- 
tions of silver and gold began. In the previous 
year Germany had decided to begin a reform of her 
currency on the basis of adopting the gold standard. 
The convenience of the English system, and the 
advantage to trade of a fixed exchange with the gold 
using countries, then principally the British Empire, 
were recognised and were probably the chief 
reasons. In 1872 Germany began to export large 
quantities of silver coin and imported gold. Several 
of the smaller countries of Europe followed the 
example of Germany, so that by 1873 much redund- 
ant coin was in the market, and France found that 
tlie operation of her fixed bi-metallic standard at the 
ratio of 15|- : 1 was leading to the export of her gold 
coin and the import of silver. Early in 1874, there- 
fore, France, and later the other countries of the 
Latin Monetary Union— Belgium, Italy and Switzer- 
land— suspended the free coinage of silver. In 
course of time the silver five-franc piece acquired 
a scarcity value, and when France adopted the gold 
standard, it was declared a token coin, representing 
the fourth part of the gold twenty-franc piece. 
From this date, 1874, a rapid fall of the price of 
silver set in, and continued for nearly twenty years, 
with short periods of recovery. 
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There appear to have been many causes which 
combined to achieve this result. The general opi- 
nion is that, not only was silver becoming more 
plentiful in relation to the demand, but gold at the 
same time was becoming more scarce, or appreciat- 
ing in value. These causes may be taken separately. 

In the ease of silver, two factors were affecting 
the supply. In the early years of the fall of the 
price, much redundant silver coinage was coming on 
the market from those countries which had adopted 
the gold standard. At the same time the world’s 
production of silver was continually increasing, and 
the cost of production of silver was declining, partly 
owing to the discovery of new mines ; but mainly 
owing to the invention of the Eattinson process for 
1 j separating silver from lead, which made it profitable 

to extract comparatively small quantities of silver f- 

which in previous tunes would have been left in the 
lead as sent to market. It even became profitable 
to take the lead roofs off large buildings in 
Europe and to replace them with new lead, merely i 

in order to extract the silver from the old lead. j 

Thus there was a great increase of the - supply of 
silver. On the other hand, the demand for silver 
was reduced by the fact, that for many years very 
little was required in Europe or America for coinage 
purposes. The demand of India and China still 
remained; hut this was not sufficient to support r 

the prices 

| A large share in capsing the. fall, of the price of 
silver must be attributed to the appreciation of gold. I 
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The general purchasing power of gold was rising, 
as indicated by the fall in the general level of prices 
in many countries about this time. In England and 
Germany the decline commenced in 1873, whilst in 
America it had started in 18.65, soon after the end 
of the Civil War. In all the countries which had 
adopted the gold standard a decline of prices set in. 
This was due to the greatly increased demand for 
gold as currency, combined with a decline in the 
wo idd’s production of gold. The richest beds of the 
Australian and Californian gold-fields had been 
exhausted ; and the South African and Klondyke 
gold-fields had not been discovered. Tradb was 
expanding rapidly in the seventies ; and as will be 
explained in the chapter on Prices (Chapter XVII). 
if the currency and “ bank money ” in a country 
remains constant in total amount, and the rapidity 
of circulation is unchanged, but the volume of trade 
increases, prices must fall. It may be asked why 
credit money, particularly the so-called bank money, 
which is a substitute for currency, did not increase 
as rapidly as the growth of trade, and thus tend to 
keep prices steady. The reason is probably to be 
found in the fact that the banker requires a certain 
percentage of gold for his reserve ; so, if the basis 
of his loans, namely, gold, was becoming scarcer 
relatively to the volume of trade so must the credit 
money also, which is based on gold. Furthermore, 
as a result of a series of commercial crises and 
panics, culminating in those of 1857 and 1866, the 
English banks had learned to be more cautions as to 
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the nature and extent of their loans. They hence- 
forth followed a policy of extreme caution, which 
tended gradually to contract the volume of credit 
relatively to the total volume of trade. 

On referring to the table and diagram (Chapter 
XVI, pp. 269-270), it will be seen that prices in 
England fell from a level of 111 in 1873 to 62 in 
1895— a fall of 45 per cent. In a similar period, 
from 1871 to 1894, the price of silver fell from 601 d. 
to 29d., that is, by 52 per cent. It may be fairly 
inferred that the special causes affecting the de- 
mand for and supply of silver merely accentuated 
the fall of the price, which must have taken place 
as part of the general fall of prices, due to the 
appreciation of the value of gold. 

It is important now to examine the effects upon 
India of the fall of the price of silver. The first 
and most obvious effect was the fall of the exchange 
rate. At the beginning of this chapter, it was 
explained that the parity of exchange between two 
countries, one having the gold standard, the other 
the silver standard, must rise and fall in accordance 
with the price of silver in the world’s market. 
‘London is the great silver market of the world, and 
the price of standard silver in London is the figure 
generally quoted as representing roughly the price 
in all the principal countries. It will be apparent 
how closely the rate of exchange depended on the 
average price of silver by examining the following 
table, which gives the price of silver in pence per 
ounce Troy in London, and the average rate of 
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sterling exchange in the same year 









Price of 

Year. 





Exchange. 

silver. 






s. 

d. 

d . 

1863-64 





. 1 

Ill 

61| 

1867-68 





, 1 

Hi 

60 J 

1871-72 





. 1 

Hi 

60% 

1875-76 





. 1 

91 

56| 

1879-80 





, 1 

8 

511 

1883-84 





• 1 

7h 

m 

1887-88 





. 1 

4J 

448 

1888-89 





. 1 

4| 

42| 

1890-91 





. 1 

ei 

4 7{i 

1891-92 





B l 

4| 

45 

3892-93 





.1 

3 

39 

1893-94 





. l 

2} 

35 ttt 

1894-95 





. l 

li 

28+f 

1895-96 





. l 

U 

30 

1896-97 





. l 

2} 

30| 

1897-98 




* 

. l 

31 

27* 

1898-99 





. l 

4 

27 


It will he seen that the price of silver remained 
above 60i. per ounce till 1871-72, hnt that by 1875-76 
it had fallen to 56fd. At the same time exchange, 
which had been uniformly just a trifle below 2s. fell 
to Is. 9| d. Looking down the table, it will be seen 
that, as the price of silver continued to fall, so did 
the rate of exchange. In 1890, however, the price of 
silver rose rapidly for a time, owing to the opera- 
tion of the Sherman Act in the United States, which 
required that Government every year to purchase 
54 million ounces of silver. In 1890-91 exchange 
varied between la. 9d. and Is. 5 d. Thereafter, how- 
ever, the downward course in the price of silver and. 
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of exchange continued with little interruption. In 
1892-93 the rate of exchange had fallen to Is. 3d. and 
the price of silver had fallen to 39 d. and was still 
tending downwards. 

The effects within India itself were those which 
would naturally be expected in a silver standard 
country when the price of silver was falling in the 
gold standard countries. Great quantities of silver 
were imported into India to settle the favourable 
balance of trade, and this silver was very largely 
converted into rupees, because the mints were open 
to the unlimited coinage of silver. There was thus 
a considerable increase of the rupee circulation, and 
at the same time some increase of the paper 
currency. The result was an intermittent but gene- 
Y ral rise of prices in India during the latter part of 

Jfy' the period, namely 1883-1897. This was particu- 

, larly evident in the prices of foodstuffs and of other 

• commodities produced and consumed within the 

country, and the rise of prices was reflected in the 
rise of wages. On the other hand, the prices of 
commodities imported from abroad, and of raw 
material exported, mostly tended to fall slightly in 
price, or remained stationary. 

The price of silver in India was, of course, a fixed 
figure, namely Rs. 106-6-0 per 100 tolas of pure 
silver. India having then the silver standard, this 
price of silver was what is called the mint par. 
It is a mere statement in another form of the pro- 
portion of pure silver in the rupee with a deduction 
fpr the cost of coining. As the rupee, which weighs 
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1 tola, is eleven-twelfths pure silver, the number of 
rupees which are equivalent to 100 tolas pure silver 

1S x 100 = Rs. 109-1-6. 


If we deduct Bs. 2-6-3 as the charge (at 2.2 per 
cent) made by the mint for the coinage of 109 silver 
rupees, and annas 5-3 for the loss of interest whilst 
the silver is undergoing assay and coinage, and the 
cost of transportation, etc., this gives us Bs, 106-6-0 
the fixed price of 100 tolas of silver in terms of 
rupees. In gold standard countries, there is, of 
course, a fixed price of gold in normal times, which 
in England is £3 17s. 104 d, per ounce. 

The effect of a fall of the rate of exchange on 
Indian foreign trade is not easy to ascertain. At 
first sight, one would suppose on theoretical grounds 
that a falling rate of exchange would greatly benefit 
the export trade and at the same time depress the 
import trade. The actual statistics of the value of 
foreign trade during the period in question do not 
support this view, however. Expansion of trade 
went on during the short periods when exchange was 
stationary or rising slightly, and there was no great 
expansion of export trade during the short periods 
when exchange fell rapidly. It is to be remembered 
that prices in the gold standard countries were fall- 
ing at the same time ; and very often the fall of the 
prices of Indian raw produce in foreign markets 
coincided very closely with the fall of the rate of 
exchange. Whilst the fall of the exchange rate does 
not seem to have done much to stimulate the growth 
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of the export trade and of industries producing for 
export, it certainly at times provided great profits 

in the export trade. . . 

Exporting merchants, who were buying things in 
dia in rupees, were selling them in London and 
Elsewhere in pounds sterling, or in the gold currency 



/ t S° ld prices were converted into rupees. This 
oubtless contributed to building up the big fortunes 
‘of the merchant princes of Bombay and Calcutta, 
which were used to finance the development of the 
trade of the country, and in expanding the cotton 
and jute manufacturing industries. 

Allowing about three years- as the probable time 
before the profits of trade would become invested 
in cotton and jute mills completed and at work, we 
may take the following figures as indicating the 
growth of these industries as a result of capital 
invested during the period of falling exchange : — 



- — 

1878 - 79 . | 

1898 - 99 . 

Percentage 

Increase. 

Colton Me r nufactuve.— 
Number of Mills 

58 

174 

200 

Number of Looms ... i 

1 * 2,983 

57,288 

187 

Number of Spindles 

1 , 486 , 404 , 

4 , 463,342 

m 

Authorised capital (in lakhs 

571 

1,504 

163 

of rupees),# 




Jute Manufacturer 




Number of Mills 

22 

83 

. 50 

Number of Looms 

4,946 

13,421 

172 

N umber of Spindles 

70,840 

279,482 

29 i 

Authorised capital (in lakhs 

267 

493 

85 

of rupees). 





Sterling share capital is converted at Rs. 10* £1, 
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if C'The Government, on the other hand, suffered con- 
siderable loss through the depreciation of the rupee, 
because it had undertaken heavy expenditure in 
London, which had to be met every year. This ex- 
penditure was very largely interest upon monies 
borrowed in London for use in India. It included 
the cost of plant and materials for railways and irri- 
gation works, the maintenance of the office of the 
Secretary of State in London, the pensions of retired 
officers of the Indian services living in England, the 
cost of purchase of stores, and many other items. 
The rupee having fallen in value from 25. to Is. 3d., 
it is obvious that to purchase every £1,000 in Eng- 
land required a correspondingly greater number of 
rupees — Es. 16,000 instead of Es. 10,000. The diffi- 
culties with which the Government of India was 
faced owing to the fall of exchange were clearly 
stated by the Indian Currency Committee of 1893. 
“ In 1873-74,” they say, “ before the fall commenc- 
ed, the amount remitted was £13,285,678, which, at 
the rate of exchange of Is. 10.351d., was represented 
by Es. 14,26,57,000. During last year (1892-93) the 
amount remitted was £16,532,215, which, at the 
average rate of exchange in that year , vis., Is. 
2.985 d., required a payment of Es. 26,47,84,150. If 
this could have been remitted at the exchange of 
1873-74, it would have needed only Es. 17,75,19,200.” 

The Government of India had therefore to remit 
in 1892-93 Es. 870 lakhs more than if the exchange 
had remained at the level of 1873-74, and Es. 980 
lakhs more than would have been necessary at the 

i 
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old exchange rate of 2s. To those familiar with the 
public finance of India at the present time, a loss of 
Es. 870 lakhs over a series of years may not seem a 
very serious matter ; but it has to be remembered 
that in 1892-93 the whole revenue of India was only 
Es. 90 crores, whilst the estimated revenue for 
1920-21 is more than twice as great, namely, Rs. 205 
crores. Consequently the Joss of that sum was 
far mo re serious then than it would be at the present 
t im e. 

J^ Muc h difficulty was found in making up the deficit 
resulting from the loss on exchange, the only means 
,,of doing so being the imposition of additional taxa- 
tion , The Government of India had to face the 
possibility of exchange falling still further with a 
further fall of the price of silver. They had to 
examine what would be the position of Indian finance 
if exchange fell to Is. As Sir David Barbour said 
in his financial statement of 1893. “ Our financial 
position for the coming year is at the mercy of ex- 
change, and' of those who have it in their power to 
affect in any way the price of silver. If we budget 
for the present deficit of Rs. 1,59,51,000, and ex- 
change rises one penny, we shall have a surplus ; if 
it falls a penny, we shall have a deficit of more than 3 
crores ; if we impose taxation to the extent of Es. 1| 
crores, a turn of the wheel may require us to impose 
further taxation of not less magnitude ; another 
turn, and we may find that no taxation at all was 
required. It will be obvious, from what I have 
just said, that what we have got to consider in 
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making our arrangements for the next year, is not 
so much the question of increasing the public reve- 
nue, or restricting that portion of the public expendi- 
ture which is under our control, but the chances of 
a settlement of the currency question.” 

It will be easily understood, therefore, how urgent 
was the question of currency and exchange at that 
time. Not only was Government losing heavily, but 
the merchant community was suffering badly from 
the instability of exchange which turned every 
trade operation into a gamble in the fluctuations of 
exchange. There is no wonder, therefore, that the 
period from 1874 to. 1893 was one of continual con- 
troversy on the currency question. The output of 
literature, official and non-official, was enormous. 
Other countries were similarly affected in different 
ways according to their various circumstances, and 
in every country the currency question was a source 
of raging controversy and political propaganda. 
In the United States of America, there were repeat- 
ed proposals to revert to the silver standard ; but 
the alternative proposals of attempting to stabilise 
the price of silver were adopted and resulted in the 
Sherman Act above mentioned. The most contro- 
versial of the proposals was that known as bi- 
metaUism, the object of which was to secure an inter- 
national agreement amongst all the principal coun- 
tries of the world to fix a standard ratio between 
gold and silver. It was held by this school that the 
double standard, if universally adopted, would be 
'successful and beneficial and they pointed to the 
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success of France and the Latin Union in maintain- 
ing the double standard at the ratio of 151- : 1 for 
sixty years. A series of international monetary 
conferences was held, the first^ being in Paris in 
1878. There were four such conferences altogether, 
but no success was achieved in securing agreement 
between the principal countries as to the ratio to he 
adopted between gold and silver and the method of 
bringing the change into effect. The question was 
all the time being complicated by the further fall of 
the price of silver. 

The Government of India and a strong party of 
public opinion in India favoured the proposed bi- 
metallic system. India was represented at these 
international conferences, and Government delayed 
making any^eeisive change in the Indian currency 
system in the hope that the conferences would lead 
to a successful solution of the problem. The failure 
of the last International M oneta ry Conference held 
at Brussels in 1892 convinced Government that they 
had nothing to hope from bi-metallism, and that 
India must take action by herself on whatever lines 
seemed most likely to meet her special conditions. 
j Even bef q rejdrn Brusse ls Coiif er ence met Govern- 
| ment had ap p ointed a Committee on the Indian 
I currency, of wh ich Lord H mschell was the chairman 
\ to examine the. situation and certain proposals of 
1 the Government of India, and to report in the light 
of the results of the Brussels Conference. As we 
shall see in the next chapter, this Committee pro- 
posed ithe dosag^ of the Indi an .Mints tq Jhe 
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unlimited coinage o f ...silver, and this measure was 
immediately adopted by Government, thus introduc- 
ing the next stage in the currency history of India — 
the ado ption of the Gold E xchang e Standard. 



CHAPTER XI 


THE GOLD EXCHANGE STANDARD 

The continued fall of the price of silver involved 
th e fall of the rat e of exc hange with it, as we saw in 
the last chapter. Government was suffering heavy 

lo s s in t he r emittance of money t o London to meet 

t he Hom e charges, and the_fo reign trade of India 

was suff ering from its s peculative nature owing to 
the instabil ity of exchange . We have seen that the 
seriousness of the position led Government to ap- 
point a Committee under the Chairmanship of Lord 
Hersehell in 1892. The question put to the Com- 
mittee was whether the Government of India should 
be allowed to carry into effect the proposals which 
they had just made for stopping the unlimited coin- 
age of silver in India with a view to the introduction 
of a gold standard ; and what modifications, if any. 
they might suggest. 

The Committee issued its report in the follow- 
ing year ; aud it has become a classic document in 
the history of the Indian currency. They examined 
the effect of the fall in exchange on Indian finance 
and on the people of India and its commerce ; and 
they fully concurred with the Government of India 
in the need for a change in the currency system. Thg 
Committee agreed that the mints should be closed 
to the unlimited coinage of rupees for the ..public j 
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but they suggested that Government should an- 
nounce that it would continue to coin rupees and 
issue them to the public if required in exchange for 
gold at a ratio to he fixed. The Government of 
India had proposed that the ratio might be allowed 
to rise to Is. 6d. ; but the Committee preferred that 
Government should issue rupees in exchange for 
gold (either bullion or coin) at Is. Ad., although this 
rate was not to be regarded as permanent. It was 
also recommended that gold should be received at 
the Government treasuries in satisfaction of public 
dues at the same rate. 

The Committee considered, and rightly so, that 
the effect of limiting the coinage of rupees would be 
to raise the rate of exchange, and that the possibility 
of always obtaining rupees at the rate of 15 for £1 
would prevent the rate of exchange rising above Is. 

4 d. This would amount in practice to placing India 
in the same position as countries possessing the 
gold standard, at least as far as the foreign trade 
was concerned ; and it would have the great advant- 
age of securing a stable rate of exchange. The 
Committee made a thorough survey of the currency 
systems of all the principal countries of the world 
as they then existed. They found that many coun- 
tries had adopted the gold standard to the extent of 
being able to maintain a stable rate of foreign ex- 
change in gold, whilst there was little or no gold in 
circulation in the country ; and the actual circulat- 
ing medium was silver coin and paper money. A 
striking example was Holland and her colony,* 
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Java, between which and the rest of the world a 
gold exchange was maintained with practically no 
gold in circulation and very little in reserve. One 
country after another had closed, its mints to the 
unlimited coinage of silver, and by this means had 
been able to keep exchange np to a gold parity. 

; The eases of Russia and Austria were particularly 
interesting and instructive. In Russia paper money 
convertible into silver was circulating at a value 
above that of the silver which it represented ; whilst 
in Austria the paper money was absolutely incon- 
vertible. Yet owing to the limitation of the amount 
of paper money issued in each of these countries, 
its value was maintained, and the exchange was 
maintained at gold parity. It therefore appeared 
to the Committee “ that it had been found possible 
to introduce a gold standard without a gold circula- 
tion ; without a large stock of gold currency • and 
even without legal convertibility of an existing sil- 
ver currency into gold.” It was on these conclu- 
sions that they based their recommendations. 

Immediately after the issue of the report, the 
Government of India, by Act VIII of 1893, closed 
the Indian mints to the free coinage of both gold and 
/ silver, Government retaining the power to coin 
silver rupees on its own account. By notifications 
issued at the same time, arrangements were made 
(1) to receive gold at the Indian mints and pay out 
rupees in exchange for it at the rate of 3,s\ id, per 
rupee ; (2) for sovereigns and half-sovereigns to be 
received in payment of amounts duo to Government 
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at the rate of 15 rupees to the sovereign ; and (3) 
for the issue of currency notes in exchange for gold 
coin or bullion at the same rate. It will be observed 
that gold was not made legal tender in India ; and 
that, although the Committee contemplated the 
eventual adoption of the gold standard for India, 
they did not propose the immediate opening of 
the mints for the coining of gold. In their view a 
transition period was necessary in which the rate i 
of exchange would be brought up to Is. 4 'di, "When 
this was achieved, the further measures which might 
be required for the establishment of the permanent 
system on a gold basis might be considered. 

The effect of these changes was to establish in India 
a currency system which was in many ways similar 
to the gold standard systems prevailing in Europe 
and America, although there was at first no gold 
actually in circulation. The absence of gold is, 
however, an important difference between the Indian 
system then established and the true gold standard. 

In the latter case, where there is plenty of gold in 
circulation and in the reserves of the banks, the 
foreign exchange business is easily regulated by the 
banks without the intervention of Government, and 
exchange is kept close to the parity (that is, the 
mint. par between the standard coins of the two 
c oun tries) because there is plenty of gold available 
to be exported or imported when there remains a 
balance of payments due outwards or inwards which 
it is not possible to settle by other means. 

The absence of gold available for export was the ‘ 

¥ 


1&8 THE GOLD EXCHANGE STANDARD 

weakness of the system as established in the transi- 
tion period. Consequently, whilst the arrange- 
ment was such as to prevent exchange rising above 
3 s. id., there was no means of raising exchange from 
the level at which it stood when the Committee 
reported, namely, Is. 2§ d. to Is. id., or even of pre- 
venting it falling further. There was a great 
volume of rupees in circulation, and more rupees 
continued to be issued almost to the end of 1893 
until the stocks of silver at the mints were ex- 
hausted. The price of silver continued to fall, and 
there''was nothing to prevent the rate of exchange 
also falling, though in actual fact it did not fall to 
the, same extent as the price of silver, so that the 
limitation of the coining had some effect. The 
following figures are interesting as illustrating the 
continued fall of the exchange rate and of the price 
of silver, whilst they show clearly the way in which 
exchange was maintained at a higher level by the 
closing of the mints, and ultimately reached is. 
id. 


Year. 

Intrinsic value 
of rupee as 
silver bullion. 

Average Exchange 
value 
of rupees. 




s. 

d. 

s. 

d. 

1892 


; \i a . t - 

1 

33 

1 

H 

1893 


e *» * 

1 

It 

1 

3& 

1894 


• . V : . 

0 

lit 

1 

It 

1895 

#** 

Ml 

0 

11? 

1 

1 ? 

1896 

««» 

#*• 

0 

Ill 

1 

24 

1807 

. *« * 

»*« 

0 

' 10* 

1 

u 

1898 



0 

10? 

1 

3f 

1899 : 

. jit 

»« 

0 

JPI 

l 

4 
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During the years 1894, 1895 and 1896 no rupees 
whatever were coined, and in 1897-98 the only coin- 
age was on behalf of certain native states. 

It is difficult to suppose that, if Indian trade had 
been in a healthy condition and the country as a 
whole undergoing its normal expansion, the stock 
of rupees existing in 1893 would have proved suffi- 
cient in volume to prevent the rupee rising to a 
higher purchasing power in the course of three or 
four years. It is probable that just at this period, 
1896 to 1898, the strongest influence on the level of 
exchange was the succession of very bad||. seasons 
which India experienced. The country at this time 
was devastated by famine and plague for a succes- 
sion of years. This considerably reduced the pro- 
ductive power of the country and its exportable 
surplus of foodstuffs and raw materials. At the 
same time most European countries were experience 
ing a severe depression of trade and the demand 
for Indian goods was slack. At this time there- 
fore India could not experience the usual highly 
favourable balance of trade, and this doubtless kept 
the exchange value of the rupee from rising. There 
was a recovery of trade in 1898, however, and this 
year saw the exchange rise for the first time to Is. 
4 d. since 1892. It is a curious fact that, after 
waiting five years, the expectation of the Herscheli 
Committee, that the rate of exchange would rise to 
Is. 4d. as a result of the closing of the mints, was 
at last fulfilled, just at the time when Government 
had appointed another Committee, presided, oyer 
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by Sir Henry Fowler, to consider the future of 
Indian currency. 

Early in 1898 the Government of India addressed 
the Secretary of State with proposals for securing 
the early realization of a gold standard in India, 
which involved a very large withdrawal of rupees 
from circulation, as they supposed that rupees were 
still in excess of the requirements of trade. To- 
gether with their own proposals Government for- 
warded two other schemes, one of which — that de- 
vised by Mr. A. M. Lindsay, Treasurer of the Bank 
of Bengal — has become famous. He proposed that 
a “ gold standard reserve ” should be created in 
London, by means of a loan of £10,000,000 raised 
by the Secretary of State, and to be deposited with 
the Bank of England. Sterling drafts were to be 
sold in India when required at Is. 3|d., and met out 
of this fund. Conversely, there would be a rupee 
section of the gold standard reserve kept in India, 
on which Council bills would be sold in London at 
Is. 4 l~16d. for trade demands when necessary. Mr. 
Lindsay’s scheme was a device whereby Government 
would use its powers and credit to maintain India’s 
currency system on a gold basis without having- 
gold in circulation. In principle it was an anticipa- 
tion of the system which was subsequently develop- 
ed, although the administrative machinery he pro- 
posed was considered, and has proved to have been, 
unnecessary. 

The Fowler Committee considered the proposals 
of the Government of India and the various other 
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schemes submitted. It is important to note that, 
with the improvement of trade, exchange rose to f 
Is. 4d. by the time the' Committee began its sittings. j 
The undertaking of Government, made in accord- 
ance with the recommendations of the Herschell 
Committee, to give rupees in exchange for gold at 
the rate of Rs. 15 to £1, remained unutilized for some 
years ; but in 1898, and till 31st March 1899, 
when the Committee reported, £2,370,000 in gold 
was paid into the treasuries for this purpose. This 
event seemed to indicate that the period of uncer- 
tainty and distrust had already passed ; and it 
therefore seemed to the Committee unnecessary 
to adopt the drastic measures or the elaborate 
machinery of the schemes submitted to them. They 
felt that it would be sufficient to limit themselves 
to the simplest measures which seemed essential to 
secure the establishment and maintenance of an 
effective gold standard for India. 

The Committee held that it was essential for the 
welfare of India and Indian trade that the gold 
standard should be placed upon a firm basis. They 
pointed out that for a country like India an estab- 
lished gold standard is the simplest and most effect- 
ive means of attracting capital from abroad. The 
need of India for foreign capital to secure her 
economic development was indisputable ; and the 
need was partly for temporary and partly for per- 
manent investment. There is a seasonal demand 
for capital for financing the movement of crops and 
produce for export. This had caused frequent 
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stringency in the Indian money market, and it was 
desirable that capital should flow in from abroad for 
snch pnrposes of temporary finance. London finan- 
ciers would not risk sending out their money to 
India if, when they wanted it back a few months 
later, there was a risk of a movement of exchange 
having wiped out all the profits and perhaps left 
them with a loss. The transfer of capital would be 
encouraged by a fixed exchange, which could only be 
secured and guaranteed by an effective gold stand- 
ard. Likewise the flow of capital into India for per- 
manent investment in the shares of companies, etc., 
would be stimulated, for the investor would not have 
the uncertainty of the return upon his capital being 
affected by the fluctuations of exchange. 

Briefly, the recommendations made by the Com- 
mittee were : — • 

(1) That the British sovereign should be made 
legal tender in British India, and an endeavour 
should be made to introduce it as a current coin. 
The Herschell Committee’s recommendation that 
the sovereign should be rated at Rs. 15, and rupees 
be made available in exchange for sovereigns at this 
rate was confirmed. This provision would have the 
effect of preventing exchange rising above Is. id. by 
more than the cost of bringing sovereigns to India 
where they would be convertible into rupees. In 
order to facilitate the introduction of gold into 
actual circulation, the Indian mints were to be open- 
ed to the unrestricted coinage of sovereigns and 
half-sovereigns at as early a da|e as possible. 
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(2) As regards the position of the rupee, it was 
decided not to set any limit on the amount of 
rupees which should he legal tender. Referring to 
the legal position of the English silver coinage, the 
amount of which is limited as legal tender to 40s. 
in one payment, the Committee said, “ While it can- 
not be denied that the 40s. limitation tends to em- 
phasise and maintain the subsidiary character of 
our silver coinage, yet the essential factor in main- 
taining those tokens at their representative nominal 
value is not the statutory limit on the amount for 
which they are legal tender in any one payment, but 
the limitation of their total issue. Provided the 
latter restriction is adequate, there is no essential 
reason why there need be any limit on the amount 
for which tokens are legal tender by law. ” This is 
entirely true, and the Committee reinforced their 
views by quoting the examples of Prance and the 
United States, where the mints had been closed to 
the unrestricted coinage of silver, but the silver coins 
remained unlimited legal tender. Furthermore, as 
the Committee pointed out : “In neither country 
are such coins Convertible by law into gold ; in both 
countries alike they are equivalent to gold for all 
internal purposes. For international payments, so 
far as specie is concerned, France and the United 
States depend ultimately on the international me- 
dium of exchange, which is gold. In the last resort, 
it is their gold which, acting through the foreign 
exchanges, maintains the whole mass of their cur- 
rency at its nominal value for internal purposes.” 
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The Committee recommended that the Government 
of India should not he hound to pay out sovereigns 
in exchange for rupees presented ; although it would 
he an advantage that they should pay out gold when- 
ever the stocks of gold in the reserves should so 
permit, and the people he willing to accept gold. 

(3) On the other hand, however, Government 
should always be prepared to make gold available for 
export ; because this was the only way of maintain- 
ing the rate of exchange at Is. 4 d. if the balance of 
payments should he against India. In order to en- 
sure, so far as possible, that gold would be avail- 
able for shipment, it was desirable to establish a 
gold reserve. It was recommended that when the 
coinage of fresh rupees. became necessary, the profits 
of such coinage should not he credited to the revenue, 
^ or held as a portion of the ordinary balances of the 
” i Government of India, “ but should be kept in gold 
ft I as a special reserve, entirely apart from the paper 
j currency reserve and the ordinary treasury balanc- 
es.” This reserve, when afterwards established, 
came to he known as the Gold Standard Reserve, 
It will be seen that the Committee recommended, not 
only the establishment of the gold standard in India, 
hut the putting of gold into effective circulation as 
far as possible. They evidently looked forward to 
India b^mg eventually placed in possession of a full 
gold standard currency system. The experience of 
the next few years led, however, to the idea of 
I putting gold extensively into circulation in India 
being abandoned as both unnecessary and wastef ul. 
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We shall see how this change of opinion came about. 

The continually improving trade and rising prices 
of the years 1899 and 1900 led to a great demand for 
rupees in India, so that early in 1900 the stocks of 
rupees in the Paper Currency Eeserve had fallen to 
Its. 5 crores. The resumption of coinage became 
immediately necessary ; but at the same time' an 
attempt was made to force sovereigns into use as 
an ordinary medium of currency. The results were 
not encouraging, as most of the sovereigns very 
soon found their way back again into the treasuries, 
and in some places sovereigns went to a discount of 
as much as four annas. Since 1900 no general at- 
tempt to force sovereigns into circulation has been 
made ; although they were freely used at certain 
periods of the war in the purchase of supplies for 
Government in those parts of India where the pub- 
lic would accept them. Government failed, through 
no fault of its own, to carry out some of the Fowler 
Committee’s recommendations. The British Trea- 
sury raised difficulties about the coinage of sover- 
eigns in India ; and after long negotiations, and in / 
the apparent absence of any public demand for / 
gold as currency, the idea was abandoned in 1902. / : i / 

The year 1900 marks the turning point in currency i‘ ' 
policy. Thereafter the object was not to allow too 
much gold to accumulate in the paper currency x*e- 
serve. From 1904 the Secretary of State kept open 
a standing offer to sell Council Bills without limit at 
is. 4|d. This was done in order to meet the demand 
of traders to finance the Indian exports, the object 


u 
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being to prevent the accumulation of gold to an 
unnecessary extent in India, with the probability of 
expense having to be incurred in shipping the gold 
bach to London when the balance of trade might turn 
against India, 

The position of the silver rupee in the currency 
system was not in practice changed to the extent 
anticipated by both the Currency Committees. The 
rupee had in fact become a token coin representing 
the fifteenth part of the sovereign ; but neverthe- 
less, as a medium of circulation, it was still prefer- 
red to gold. This remains true to the present day, 
and it will probably be many years before sovereigns 
come into active and regular circulation. The 
lesson learned, however, from the refusal of the 
public generally to use sovereigns, was that it is 
necessary for a large proportion of the metallic 
part of the Paper Currency Reserve to be held 
in silver, and not too large a part of it in gold. 
Otherwise, when in good seasons a strong demand 
for currency sets in, the reserve might be drained 
of practically all its silver, and it would be necessary 
again to attempt to force gold into circulation. The 
object of Government is to be able to offer people 
the kind of currency medium which they demand- 
silver, gold or paper money. 

In the few years before 1913 there had been a good 
deal of public criticism of the methods of sales of 
Council Bills, the handling of the large balances kept 
by the Secretary of State in London, and the alleged 
failure of the Governinent of India to carry out 
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some of the principal recommendations of the 
Committee of 1898. The Royal Commission on 
Indian Currency and Finance was appointed there- 
fore in that year, and its report was available in the 
spring of 1914. The Commission reviewed Govern- 
ment’s management of the currency since 1898 and 
expressed a favourable opinion on it. “ The time 
has now arrived,” they said, “ for a reconsideration 
of the ultimate goal of the Indian currency system. 
The belief of the Committee of 1898 was that a Gold 
Currency in active circulation is an essential con- 
dition of the maintenance of the Gold Standard in 
India, but the history of the last 15 years shows that 
the Gold Standard has been firmly secured without 
this condition.” They added that, “ the people of 
India neither desire nor need any considerable 
amount of gold for circulation as currency, and the 
currency most generally suitable for the needs of 
India consists of rupees and notes.” Having come 
to the conclusion that gold in actual circulation was 
not needed for maintaining the currency system 
on a gold basis, it was natural that they concluded, 
in opposition to the Committee of 1898 , that a mint 
for the coinage of gold in India was not required. 
They conceded, however, that, if Indian sentiment 
generally demanded that gold should be coined in 
India, there was no objection to it in principle, pro- 
vided that the coin minted would be the sovereign 
cr half-sovereign. Other recommendations of the 
Royal Commission of 1913-14 will be found in the 
next chapter. 


148 


THE GOLD EXCHANGE STANDARD 


Since the recovery of trade in 1898, there were only 
two periods of weakness of exchange np to the date 
of the outbreak of the Great War. The first was in 
1900-1. The sale of Councils was reduced, and a 
lower average rate was obtained than in previous 
years. The second period of exchange weakness was 
in 1907-8, and this was far more serious. This time 
the balance of trade turned strongly against India, 
and the demand for Councils ceased. Government, 
only allowed comparatively small issues of gold for 
export, and exchange fell to l.s. 3 13-167. A few days 
later the lowest point reached was la. 3 11-167., just 
before the notice was issued that Reverse Sterling 
Telegraphic Transfers would be sold at l,s. 3 27-327. 
Altogether during the few months for which Reverse 
Councils were sold nearly £9-millions were with- 
drawn from the Gold Standard Reserve in London p 
and the Secretary of State, for his own expenditure, 
had to draw upon the gold in the London branch of 
the Paper Currency Reserve, rupees to a correspond- 
ing amount being added to the Reserve in India. It 
will be observed that each of these periods of 
exchange weakness occurred at a time when the 
general level of prices throughout the world had 
reached a maximum in a boom of excited trade. 
There was a boom of trade in many parts of the 
world in 1900 succeeded by a collapse of prices. The 
boom of trade in 1906-7, however, was much greater, 
and the collapse of prices which began in the summer 
of 1907 was so severe that it created a financial panic 
of unusual severity in America. It is natural that 
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the balance of trade should turn against India when 
world prices suddenly fall (see pages 178, 257, 288, 
and pages 300 to 308). 

In concluding this chapter, it will be of interest 
to summarise briefly the results obtained by the 
series of measures which followed the momentous 
step taken in 1893 of closing the mints to the free 
coinage of silver, and undertaking to convert gold 
into rupees at the rate of Rs. 15 for the sovereign. 
The rise of exchange to Is. M. was achieved by 
1898 ; but the full establishment of the Gold Ex- 
change Standard may be said to date from 1901, 
when the accumulation of a substantial sum in the 
Gold Standard Reserve gave some measure of 
security that exchange would not fall below Is. 4(7. 
By this time also gold had become a very important 
part of the Paper Currency Reserve, there being 867 
lakhs of gold coin and bullion as against 11,20 lakhs 
of silver. The system of the Gold Exchange 
Standard, as it evolved in practice, was that the 
rupee remained the effective coin in circulation, 
replaced more or less by currency notes ; and that 
for foreign exchange purposes gold was convertible 
into rupees, or rupees into gold, at the fixed rate 
of la, 4d. Although sovereigns circulated to a very 
small extent in India, the silver rupee had become a 
token coin representing the fifteenth part of a 
sovereign. 

One practical effect of the conversion of the rupee 
into a token coin was that the price of bar silver in 
India was no longer fixed at the par of Ra. 106-6-0, 
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but fluctuated in accordance with the price of silver 
in the world’s markets. By 1898, for example, the 
price of bar silver had fallen as low as Rs. 70 per 
100 tolas. It was, therefore, no longer profitable to 
melt up rupees, if silver were required for making 
jewellery, or any other purpose. At the same time 
Government was in a position to make a consider- 
able profit upon the coinage of rupees, because it 
could purchase bar silver in England at a rate cor- 
responding to Rs. 70, or less, per 100 tolas of pure 
silver, and convert it at a cost of about Rs. 3 into 
rupees which were worth Rs. 109 per 100 tolas. 
Putting it another way, the rupee, which was now 
maintained at the value of Is. id. (that is, 16cL) for 
foreign exchange purposes, contained silver which 
actually cost only lOd. This large profit on the 
coinage went to building up the Gold Standard 
Reserve. 

Very great benefit lias accrued to India by the 
fixation of the price of the rupee ; for, if exchange 
had continued to follow the price of silver down- 
wards, the rupee would have fallen to 10<?., which 
would have involved a considerable increase of tax- 
ation in order that Government might meet its liabi- 
lities. Moreover, the mere fact that exchange had 
been fixed and no longer fluctuated from week to 
week with the price of silver was a very great bene- 
fit to Indian foreign trade. A. fluctuating exchange 
makes the business of a merchant, whether exporter 
or importer, far more risky, for his whole profit may 
he wiped out by an alteration of the exchange rate. 
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Another great advantage of the closing of the 
mints was that the rise of prices in India was 
checked, or at least retarded. Had India retained 
the silver standard after 1893, silver must have 
continued to flow into the country in greater and 
greater quantities, as the world’s price of silver fell. 
Prices in India, which had previously been station- 
ary, or had risen slightly when world’s prices were 
falling, must have risen all the faster in the succeed- 
ing period from 1895, when world prices, that is, in 
the gold standard countries, started rising rapidly. 
The holders of the then existing stock of rupees 
benefited by the fact that the purchasing power of 
the rupee was raised from its mere bullion value to 
its new legal position of representing gold to a value 
nearly 75 per cent greater. 

The total volume of Indian foreign trade, that is 
to say, exports and imports of merchandise combin- 
ed, grew from 185 crores in the financial year 1898- 
99, when exchange first reached Is. id., to 440 crores 
in 1913-14, the last complete financial year before the 
outbreak of the Great War. The result of the fixa- 
tion of the exchange was to bring India far more 
closely in touch than she ever before had been with 
the international markets of the world. 


CHAPTER XII 
RESERVES AND BALANCES 


The various reserves and balances held by the 
Government of India and by the Secretary of State 
are of such importance in the maintenance of the 
Indian system of currency and finance, as it has 
developed during the present century, that it seems 
desirable to describe them somewhat more in detail 
than was possible in the preceding chapters. T he 
stability of the. Indian currency system., and the 
financial credit of India in the monetary centres of 
the ..world, depends very largely upon the handling 
of these reserves and balances, ; consequently it is 
important that the public should realise their exact 
nature and the purposes which they have to fulfil. 
It will be convenient to consider the balances and the 
reserves historically in the order in which they came 
into existence. 

The business of managing the finance of so great 
a country as India is one of extreme complexity, 
requiring the most careful adjustments of revenue 
and expenditure. It is obvious that Government 
can never afford to be without conside rable auma 
of ready .money, which may be available for ex- 
penditure at any moment in whatever part of the 
country money may be required. The Government's 
cash js held mainly in Government Treasuries in all 
parts of India, also m deposits in the Imperial 



RESERVES AND BALANCES 


158 



Bank; whilst a certain amount of ready money is 
also required by th e Secretary of . State in. London. 
All these. halanc.es .and .reserves., of ready money .jye 
spoken of collectively, as. the Treasury Balances., 
Looking back a hundred years in the history of 
India, we find that, apart from a few hanks in Cal- 
cutta, there was no hanking organisation whatso- 
ever in the country. Government could not there- 
fore utilise any private agency for handling its 
funds ; but was obliged to make some arrangement 
for keeping money safely, and for remitting stuns 
from place to place. The collection of the revenue 
being entrusted to a Collector or Deputy Commis- 
sioner in charge of each district, it was naturally 
mos t convenient ,±Q^&stablish-a-treasury-.aihhe hea4- 
quarters..of,.each district. These are known as the 
District- Treasuries, and into them is regu la rly p aid 
the land revenue and other taxes collected within the 
dis trict, and out of theta are paid the salaries of aH 
Government officers, and many other necessary dis- 
bursements for all the expenses which Government 
h,as to 'meet-. Each di strict is di vided into two . 

three or more Tahs ils or Talu k s , and in each of 

these is a Sub-Tree smy. Tn the first instance the 
revenue is paid into these, and it is thence , mostly 
transmitted... to. the., district, treasury, as the sub- 
treasnries are allowed only to keep comparatively 
small balances, and payments are mostly made 
direct from the district treasuries. Wherever there 
are branches of the Imperial Bank, these, as 
well as the local head offices, are utilised to keep 
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Government balances and to do a great deal of 
Government business. There is usually, however, a 
District Treasury in the same town * but its staff is 
much smaller than would be necessary if the busi- 
ness were not so largely transacted through the 
branch of the Imperial Bank. 

Apart from the general system of district trea- 
suries which carry on the daily business, there 
used to be thre e Reserve Treasurie s, which were 
establishecL.abo.u t forty years ago , in each of the 
Presidency towns . The function of these wa s to 
kee p large sums of money available for expenditure 
in case of any seriou s emerge ncy, s uc h as wide- 
spread famine or war. Experience proved that it 
was not -possible for Govern rn ct t. to d epnsi t .v ery 
large sums with the Presidency banks in the expec- 
tation of beingTabie to withdraw them at short 
n otice. When, in 1874, Governme nt wished to with - 
draw B s. 30 l ak hs f rom the Bank of . Bombay to 


the Bank was unable to pay ; and had Government 
insisted, the bank would have failed, and there 
would have been a widespread financial panic. It 
is indeed not good banking business to accept very 
large sums on deposit withdrawable at comparative- 
ly short notice ; because a bank is unable to make 
its investments in such a way that it could realise 
a large sum in a short time. Bills discounted take 
time to mature ; and even if it has a large reserve 
invested in Government securities, the result of 
forcing the sale of a large quantity of these at one 
time is to depress the price and so involve the bank 
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in heavy loss. As it is necessary for Government 
to h ave, lar ge reserves in India,., and ^„eontinne 
to be necessary until private aggregations ,pf capital 
ate greatly .increased and the banking organization 
much more highly developed, the only practicabl e 
coursfi,n.ntilihe .establishment -of-theJmperiaLBanlc, 
was for Government t o have it s ow n B eserve Trea- 
su ries. 

The following table illustrates the disposition of 
the treasury balances. It shows the amount of 
funds kept in each kind of treasury, in the Presi- 
dency banks, and the amount with the Secretary of' 
State in London. The statement of the amount of 
the treasury balances is published monthly by Gov- 
ernment ; but I have chosen for illustration the 
balances at the close of the financial year a little 
while before the war and at the latest date avail- 
able : — 



81st March 1918, 

31st March 1921. 

— 

No. of 
Treasu* 
ries or 
offices of 
banks. 

Balance. 

No. of 
Treasu- 
ries or 
offices of 
banks. 

Balance* 

Reserve Treasuries 

3 

Rs. lakhs. 
12,68 

0 


District Treasuries 

272 

13,87 

264 

7,4? 

Presidency Banks : — 
(Imperial Bank)— 

Head Offices 

8 

2,38 

8 

1 6 ’ 41 

Brandies 

42 

3,27 

68 

Secretary of State in 

1 

£'8,783,970 

1 ■ 

£7,265,265 

London. 

Equivalent at 2 av 


Rs. laklvsS,78 


Rs. lakh* 




•7,26 ■' 
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It may be pointed out that the balances with the 
Secretary of State are large at the close of the 
financial year, because it is necessary to accumulate 
funds in advance to pa y the interest charg es .on the 
public d e bt o f . India which are due jhi Lon don early 
iairiL 

The balances of Government lodged with the Pre- 
sidency banks may appear high at first sight. As 
part of the arrangement with the Presidency banks, 
by which they handled Government business, much 
of it involving a great deal of detailed and unre- 
munerative work, the Government undertook not 
to draw upon its cash balances below the following 
figures : — 

At the Bank of Bengal, Rs. 100 lakhs. 

At the Bank of Bombay, Rs. 50 lakhs. 

At the Bank of Madras, Rs. 30 lakhs. 

As a rule, however, the actual balances deposited 
with the banks were as a matter of convenience con- 
siderably larger. This was not of any particular 
advantage to the banks, however, in so far as large 
sums were liable to be withdrawn on demand or at 
short notice. The agreement with the Imperial 
Bank of India is slightly different. There is no 
minimum balance, but all the balances of Govern- 
ment except those in treasuries where there is no 
branch of the Imperial Bank are deposited with it. 

It may be added that the Treasury Balances of 
the Government of India are a consolidated fund 
very much like the cash balances of a bank ; for the 
Balances jmlude_eum^3_eJonaing to all manner of 
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different accounts . There are many local funds in 
the different provinces, ■whose accounts and balances 
are kept with Government ; most of the Distric t 

ment , and t he Balances incl ud e also the deposits . in 
the Post Office Savings Bank, a nd certain pro vident 
fun ds. Money is always pouring into the Trea- 
suries, and at file same time flowing out day by day 
in a continuous stream. The Ba lances., represent 
the ac tual cash in the hands of Govern rn on f_ajL any 
one moment . Any physical separation of these 
Balances according to the separate heads is quite 
unnecessary. The amount at credit of any parti- 
cular account being exactly known at -any moment 
in the Office of the Accountant General, it can 
always be paid out when necessary. All that is. 
esse ntial, is that the Treasury Balances as a whole 
should be large enough to meet any probable call' 
up on them_fpr the -pay ment of a ctual cash . The 
principle is exactly the same as that which applies 
to the cash reserves held by b anks. 

Paper Cubeency Resebve 
The Paper Currency Reserve was established, as 
explained in a previous chapter, to secure the con- 
vertibility of the currency notes which were fj y s t 
i ssued by Government Jiu lg62. Thi&JkSfiES 
entirely separate from the Treasury Balances. No 
only are separate accounts kept, but the actual cash 
or money in the Reserve is k ept separate. T reasury 
Bakness consist, p artly of silve r coin , occasionally 
a little gold coin, .and a large amoun t o f c urre ncy 
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notes.. The Paper Currency Reserve obviously 
cannot contain any currency notes. It was estab- 
lished in order to maintain the convertibility of Hie 
notes, and must therefore consist largely of actual 
silver and gold coin. The object of Government is 
to hold so much silver coin in the Reserve as is likely 
to be needed for any possible demand for encashment 
of currency notes in within India ; 

and to hold eold to s uch iui , aiaomt-.as,fo„.be more 
than suffic ient to meet any likely dem ands for th e 
encashm e n t of notes, for purposes of exportmg.Jhe 
gold from Indi a , to other ctma tries, a dcmand jylucii 
would n aturally occur .w hen f-lte-balanomof payments 
is a.gahish. India . Govammadulc ^ underta ke 
to c onvert its notes into gold f or th e general .public, 
who would presumably use the gold for purposes of 
internal circulation, or to molt it up ; but when the 
amount of sovereigns in the Reserve is large in pro- 
portion to the amount of rupees, the public can 
usually, as a matter of favour, obtain payment of 
their currency notes in gold. 

In addition to silver and gold coin the Paper Cur- 
rency Reserve includes silver bullion and gold bul- 
lion, usually in the form of bars weighing about 100 
tolas each. The silver 

usually coine d into, rupees as . s oon, as the mint is»in 
q positio n "to do . tire .work. The g ol d bullion in th e 
Res erve, oiiJ^jalhmAliaiid, is very often kept p er- 
manently in this form , because. . jt willJieissued only 
for export, and is quite as useful f or that purpose in 
t he form of bars , as it would be in coin. Sometimes, 

: . hnillioxi in' the Reserve is coined 

for internal use, as was done in 1918, when. the. 
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.. gold motors,” or fiftocn-rnpee Pi«S“, o( tosamo 

wei Q'lit and fineness as the sovereigi , . 

w ex^nt ai _ aadj&veiLSSmJ^S^ 

ito mddlw portlffli, asjisJiS£m|liedlES»JtoJ ; 

T l a eg^-“W; u is tot rr7 

tint the whole of the currency notes issued shou 
to baSed by gold or silver in order to ensure con- 
vertibility In ordinary circumstances, iLjA — 1£-J 

V My that totes to the extent Of more Jga°5£ 

■ unljkeliSaLBfiSSS^---— j ^ 

fifth, or afciaflsLimfiifiSSlkS^ 
f vvSnv lie 4rfo r aJmgl 

presented for ^ ’ fzZ 

itTaTaiways been considered ^^^|gg^elo 
a considerable .^l^o^on ;r“^ e 

n 't ans Of 

. /> nipee.debt of the Government of India, or loa 

*' five British Gov emmcnt . 

We may now see how the Paper Currency - 
SPTve pas been changed from time to time at differ- 
SS its history. Soon after it was ins- 
tated, namely, in December, 1863, the composite 
of the Reserve was as follows :— 

0-1 r„in . . 1,93,22,868 

Silver Com . • 117 00 000 

Silver Bullion . _ • • • ’’’ 

Government Securities • • 

TnVftl circulation Rs. . * 5,11 ? 00 5 000 




■ 


Total circulation Hs. . 


RESERVES AND BALANCES 


160 


The securities were at first those of the Govern- 
ment of India only. The Paper Currency Reserve 
is regulated entirely by Acts of the Legislative 
Council of India; and a succession of Acts has 
permitted the increase of the invested portion 
of the Reserve from time to time : to Rs. 6 crores 
in 1871, to Rs. 8 crores in 1890, and to Rs. 10 crores 
in 1896. In 1905 the principle was introduced for 
the first time of allowing the. invested portion of the 
Reserve to be held partly in securities of the TJnited 
Kingdom. The limit then placed was Rs. 2 crores, 
which was raised to Rs. 4 crores by an Act of 1911. 
This remained the limit until 1915, when the 
exigencies of the war led to successive further in- 
creases of the invested portion, as mentioned later 
Y in this chapter. 

A/ The ? Act of 1861 permitted the Government of 
yr India to issue notes against gold coin or bullion ; 
but the power was not exercised until 1865 when 
there were Rs. 20 lakhs of gold in the Reserve. The 
quantity gradually diminished, however, and gold 
entirely disappeared from the Reserve after 1875. 

The principle of issuing notes against gold, held, 
not in India, but by the Secretary of State in London, 
was introduced for the first time by aa.Aet of, 1898. 
It was intended as a temporary measure, the Trea- 
sury Balances in India being low and the demand 
for Council Bills active. Gold therefore was pur- 
chased in London, and notes were issued against it 
in India, wherewith to pay the Council Bills. It 
was son recognised, however, that this practice 
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could be of more than temporary utility, and an Act 
of 1900 -extended the period of these powers, and 
gave Government other extensive powers, especially 
the issue of currency notes against silver bullion? v" 
purchased by the Secretary of State and in transit 
to India. Thus gold or silver in transit to India, 
from its location as part of the Paper Currency 
Reserve in England, is a part of the Reserve whilst 
in transit (Acts of 1902, 1905 and 1910). In the 
ordinary course notes have been very commonly 
issued against silver bullion purchased in England, 
or in America, and in transit to India, the value of 
the silver bullion being estimated by converting its 
cost in pounds sterling into rupees at Rs. 15 to £ 1 . 

On reaching India it is replaced in the Reserve by 
freshly coined rupees from the mint ; and it is on this 
issue of coins from the mint that the profit on 
coinage is realised. In times of active trade, when 
there is a strong favourable balance of payments, 
gold tends to flow into India ; and some of it is 
presented for exchange into rupees, so that the gold 
portion of the Reserve continually increases. The 
following table shows the position of the Currency 
Reserve at successive dates so as to illustrate the 
principal changes. The percentage which the 
metallic portion of the Reserve bears to the whole 
is indicated in the last column. It will be seen that 
it ie a very variable figure. 
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The actual location of the metallic Potion of the 
Paper Currency Reserve is worthy of attention. 

The whole of India is divided up for purposes^ of 
paper currency into seven “circles,” each of which 
has its own Currency Office for issue and encashment 
of notes, and for storing a part of the Reserve. The 
Currency Offices are located in the principal com-, 
mercial towns, and the circles are arranged so that 
these towns form convenient centres. _ Each cue e 
is known by the name of the town m which its 
Currency Office is situated. The seven 
Calcutta, Cawnpore, Lahore, Bombay, > 

Madras and Rangoon. , „ , 

The metallic part of the Reserve is not confined, 
however, to the Currency Office, but a portion ot it is 
distributed throughout each circle, being deposited 
hi what are called “ Currency Chests kept ni t 
District Treasuries and m many branches 
Imperial Bank. The coin kept m these cuuency 

chests is of course quite separate from the Treasury 
Balances. The keeping of a portion ot tho 
in this wav in every district is intended to facilitate 
the encashment of the notes hi coup 01 giving . 
notes in exchange for coin paid in. Small exchang 
■with the public are made at first from the treasury, 
funds, exchanges of large amounts of notes into com, 
or vice versa , being made from the currency chest 
whenever necessary. This distribution of part oi 
the Paper Currency Reserve in the District 
Treasuries is a means of ensuring immediate 
convertibility of the notes, and avoiding unnecessary 
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transfers of coin. 

The exact composition of the Paper Currency 
'Reserve,- and its disposition in the different cur- 
rency circles, can be learned each week from the 
detailed statement which is published in the Gazette 
of India, and which is reproduced in more or less 
condensed form by most of the newspapers. A 
recent statement is printed in Appendix IV (page 
316) by way of illustration in a slightly abbreviated 
form. Under “ Coin and bullion ” five columns re- 
lating’ to silver and gold in transit to India and in 
England are omitted, as there was no entry, and in 
all the columns the figures are here printed to the 
nearest complete lakh of rupees. On studying 
the table it will be observed that the total amount of 
notes in circulation is shown in the left hand column. 
The total issue from each Currency Office is shown, 
and in column 1 appears the amounts of each issue 
retained in the Reserve Treasuries. Deducting this 
from the total issue, we have a figure which repre- 
sents what is called the “ net circulation. ” This is 
the total shown at the foot of the column headed 
“Elsewhere.” Most of the columns under the 
heading “ Reserve ” explain themselves. In 
column 16 appears the total amount of the Reserve 
located at or credited to each Currency Office, whilst 
the total at the foot of column 16 is the total amount 
of the Reserve. It will he seen that this is smaller 
than the total of the notes issued j and the difference 
is made up by the notes which have been withdrawn 
from circulation by foreign circles, that is, others 
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than circles of issue, and are in course of remittance 
to the circle of issue for cancellation. After de- 
ducting this sum from the total issue, the Reserve 
is found to he exactly equal to the total of notes in 
circulation.*' / 

The Gold Standard Reserve 
It was stated in the last chapter that the Fowler / 
Committee recommended that the profits from the • . 
coinage of rupees should be set aside as a gold re- f 
serve to assist in maintaining exchange. This prin- 
ciple was adopted by Government ; and as soon as 
coinage was recommenced in 1900, the entire profit 
was credited to this reserve. On 31st March, 1901, 
it amonnted to £3,031,000, all held in India, of which 
£1,200,000 was in gold. A year later the Gold Re- 
serve had increased to £3,304,000 ; but by the sale 
of Council Bills, the whole of this sum had been 
transferred to London, and was there invested in 
sterling securities. The Reserve was held in this 
form, entirely in London, until 1906, when the rupee 
branch of the Gold Reserve was established in India, 
and the name was changed to the Gold Standard 
Reserve. Of the total Reserve, which amounted at 
31st March, 1907, to £16,842,000, £4,000,000 (then 
Rs. 6 crores) was held in rupees in India. 

The holding of silver rupees in the Gold Standard 
Reserve did not commend itself to the Royal Com- 

* Since tlie above was written the Reserve Treasuries have been 
abolished, the notes therein having been deposited with the Imperial 
Bank early in 1921. Columns 1 and 2 have therefore disappeared from 
recent statements. 
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mission of 1913-14 as a satisfactory policy ; and 
they recommended that the Gold Standard Eeserve 
should always consist either of actual gold in Eng- 
land or India, or of sterling securities which would 
be convertible into gold by sale in London. It 
seemed illogical that there should be a quantity of 
rupees in the Gold Standard Reserve in India, and 
a large quantity of gold in the Paper Currency Re- 
serve. The latter was the appropriate location for 
the whole reserve of silver. They therefore recom- 
mended an exchange of the rupees in the Gold 
Standard Reserve for an equivalent amount of gold 
taken from the Paper Currency Reserve ; and this 
was done early in 1915, thereby closing the rupee 
branch of the Gold Standard Reserve. 

In 1907 the Secretary of State was of opinion that 
the Gold Standard Reserve was already nearly 
large enough to meet any probable demand for Re- 
verse Councils, and that in future only half the pro- 
fits of the coinage need be credited to the Reserve. 
A small Committee at the India Office recommended 
that half of the profits of the coinage might be 
appropriated to capital expenditure upon railways. 
A sum of £1,123,000 had been thus diverted when the 
balance of trade turned strongly against India 
and Reverse Councils had to be sold freely ; 
which led to the conclusion that in future the 
whole of the profits of the coinage should again 
he credited to the Reserve, and also the whole 
of the interest received on the securities forming 
the invested portion of the Eeserve. This policy 
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lias been acted upon right up to the present time.* 
The Committee on Indian Currency (1919) 
had little to say about the Cold Standard Reserve, 
for they approved generally the location of nearly 
all of its funds in London. They considered that 
the securities held in the Reserve should be sucli 
as have early dates of maturity. Cold should be 
held rather in the Paper Currency Reserve than 
in the Gold Standard Reserve ; but when practi- 
cable the latter should consist partly of gold of 
which a portion, not exceeding one-half, should be 
in India, to be made available to the public only for 
purposes of export. In the Committee’s view it 
was not really necessary to have any gold in the 
Gold Standard Reserve and the proposal to hold 
gold in India was a concession to Indian sentiment. 
There is much to he said in favour of their view that 
the most convenient form in which to hold this re- 
serve is in short-dated securities of the British 
Government ; for since the date of repayment of 
these is always near at hand, they are not liable to 
depreciation, and can always be converted into cash 
practically at their face value when necessary for 
meeting Reverse Councils. At the same time it is 
obvious that whilst Reverse Councils are being sold, 
and thereafter, the composition of the Gold Stand- 
ard Reserve must be altered. The sale of Reverse 
Councils operates to transfer the Reserve from 
London to India ; and in this country it will then 
be held in gold (by exchange with the Paper Cur- 


*But see below pages 168 and 187, 
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rency Reserve) and, if necessary, also in rupees and 
in rupee securities. When the balance of trade 
turns and becomes favourable to India, Councils will 
be sold again and these will probably be paid at 
first from the Treasury Balances until the Secretary 
of State’s requirements for cash have been met, 
and thereafter nest from the rupees, and then from 
the rupee securities and gold of the Gold Standard 
Reserve, The economic conditions dictate that this 
Reserve must he held alternately in sterling in 
London, or in gold or rupees in India, according to 
the state of the balance of trade. 

The extensive currency changes of 1920 did not 
affect the Gold Standard Reserve ; but the Govern- 
ment of India announced' through the Finance Mem- 
ber a slight change of 'policy. When the Reserve 
should have reached the amount of £40,000,000 they 
considered that it would no longer be necessary to 
accumulate the interest on the securities. This 
would be diverted to assist in making good the gap 
caused in the Paper Currency Reserve by the re- 
valuation of its holding of gold and sterling secu- 
rities*. 
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The following table gives figures representing 
the position of the Gold Standard Reserve on throe 
representative dates : — 


Composition op the Gold Standard Reserve 



30th June 
1910. 

cOth June 
1915. 

30th June 
1920. 

In England 

£ 

£ 

£ 

Securities* Ml 

15,941,086 

12,082,579 

36,743,809 

Cash at Bank of England 
and at short notice. 

1,015,290 

45,695 

1,168 

Gold deposited at Bank of 
England. 

1,730,000 ! 

1,350,000 

- 

In India 




Loans and Book credits ... 

tit 

7,000, COOf' 

• #* 

Gold ... ... 

• «« 

5,241,389 

*** 

Silver ... 

4,000,000 


• i ft 

Total 

£22,686,376 

£23,719,663 

£36,744,977 


* The sterling securities are revalued at market prices twice yearly 
on 31st March and 30th September; and additional securities 
purchased between these dates are shown at cost price. 


f The profits on recent coinage were temporarily lent to the 
Treasury Balances in India. 

Royal Commission on Indian Currency and 
Finance 

The Royal Commission on Indian Currency and 
Finance which was appointed in 1913-14 made the 
most exhaustive investigation of the position and 
location of the Reserves and Balances of the Gov- 
ernment of India, and of the management of thfi 
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business connected with them, and of exchange ope- 
rations. The recommendations of the Commission 
as regards the gold currency have already been 
mentioned . (see Chapter XI, page 147) : it will be 
sufficient here to review briefly their recommenda- 
tions as regards the Reserves and Balances. Their 
most important recommendations were those con- 
nected with the Paper Currency Reserve. They 
observed that the system of regulating the issue of 
the paper currency had been modelled on that of the 
Bank of England which allows a fixed fiduciary f 
issue and requires that the whole of the notes issued 
in excess of this amount must be backed by gold. 
The Indian currency law also permitted a fixed 
issue of notes on a fiduciary basis (by which is meant 
the invested portion of the Reserve) ; hut as the 
total circulation of notes increased, and the invested 
portion of the Reserve became therefore continually 
a smaller and smaller percentage of the whole, the 
fiduciary portion was from time to time increased by 
successive Acts of the Legislative Council. 

These sudden changes of the Reserve, made, not 
on any fixed principle, but according to the require- 
ments of the time, did not satisfy the canons of 
good management of a paper currency as under- 
stood in modern times. It is true that by successive 
new Acts of the Legislature, the invested portion 
of the Reserve can lie expanded from time to time 
in accordance with the demand of the public for 
increased note circulation, and this practice was 
gdopted during the war. Such spasmodic increases 
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of the fiduciary portion of the Reserve can only take 
place at intervals, however. In practice, for good 
regulation of the paper currency, a natural elasti- 
city is required, which allows the fiduciary por- . . 

lion of the reserve to expand or contract according 
to the requirements of the public for notes. In the 
busy season of the year, the money market becomes 
tight in Bombay and Calcutta, and the rate of dis- 
count rise inconveniently high. At such times 
more money is needed in circulation, and it would be 
perfectly safe to increase the circulation of notes % 
without depositing the corresponding amount of 
gold and silver in the Reserve for every additional 
note issued. The necessity of adding to the metallic 
portion of the Reserve a sum exactly equal to the 
increased circulation of notes deprives the paper 
currency of elasticity, for there is a demand for 
rupees when the money market is tight. 

It would be possible for Government to give some 
elasticity to the paper currency circulation by the 
device of obtaining sanction by an Act of the Legis- 
lature to a large portion of the Reserve being t-"'" 
of a fl hieiary character, but adopting the practice 
of not making use of its power of issuing notes 
against securities up to the limit. Thus at a time 
when the money market became stringent, they could 
issue notes against further investments, and subse- 
quently contract the total circulation and the invest- 
ed portion of the Reserve simultaneously. Such a 
method of regulating the currency would require 
constant and careful watching ; and the legislative 
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enactments of other countries have sought various 
■* legal devices for giving elasticity to the paper cur- 
rency circulation whilst yet prescribing a definite 
rule of management. With this object in view the 
Royal Commission on Indian Finance (1913-14) re- 
commended that the fiduciary portion of the note 
issue should be increased at once from 14 to . .20 
crores, and that thereafter it should be fixed at a 
maximum equal to the amount of the notes held by 
Government in the Reserve Treasuries plus one- 
third of the net circulation. They further recom- 
mended that Government should take power to make 
temporary investments or loans from the fiduciary 
portion of the Reserve within this maximum both 
in India and in London, as an alternative to invest- 
ments in permanent securities. It will he seen that 
this would allow a certain degree of elasticity, and 
would allow Government to assist the money market 
by making loans from the Paper Currency Reserve, 
preferably through the Imperial Bank. It would 
still be necessary, however, that for every Rs. 30 
increase of the circulation two-thirds of this amount, 
i.e., Rs. 20, should be added to the Reserve in the 
form of gold or silver. The recommendation of the 
Currency Committee of 193.9, which is dealt with in 
a subsequent chapter, was more liberal as they pro- 
* posed that %e fiduciary portion of the Reserv e should 
form 60 per cent of the whole circulation. 

The Papes Currency Reserve in Was Time 
As will be explained in a later chapter*, the grow- 

* See Chapter XIII, pages 103 and 196. 
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mg demand for Council Bills, the necessity of 
financing the employment of the Indian Army 
abroad, and the export of munitions and goods of 
■national necessity for the prosecution of the war 
led not only to the importation of enormous quanti- 
ties of silver but to the need for the expansion of the 
note-issue against securities. The absorption of 
silver was so rapid with the rising prices in India, 
that no considerable amount could be retained in 
the Paper Currency Reserve. Enormous quantities 
of rupees were being coined ; but they seemed simp- 
ly to pas3 through the Reserve and disappear 
amongst the rural population. Local merchants 
had to cash their currency notes in silver in order 
to pay the cultivators ; and these latter and the 
banias hoarded silver. 

For these reasons successive Ordinances, and sub- 
sequent Acts of the Legislative Council, were neces- 
sary in order to increase the powers of the Control- 
ler of Currency to issue notes against securities. 
The following table shows how the total amount of 
securities allowed to be held in the Reserve was in- 
creased from time to time, and it also shows in the 
third, fourth and fifth columns the limits assigned 
to the various classes of securities within the pre- 
scribed total. It will be understood that the figures 
in the third to fifth columns are in a sense alterna- 
tives. The securities of these classes could not all 
be held up to the maximum limit of each class at the 
same time, as the general limit of all securities came 
into operation preventing that, 
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Limits of Invested portion of the Paper Currency 

Reserve 


(in chores or rupees) 


Column Fo. 1, 

■ 2 

8 

4 

5 

6 

Authority. 

Total per- 
missible 

of all 
securities. 

Rupee 

securi- 

ties. 

Sterling 

securities. 

British. 

Treasury 

Bills. 

:■ (A ;/?■ . 

Commer- 

cial 

Bills. 

Act XIX, 1861 ... 

4 

4 


• • « 


„ III, 1871 ... 

6 

6 

» i « 


**» 

„ XV, 1890 ... 

8 

8 


*•« 


„ XXI, 1896 ... 

10 

10 



*«• 

„ III, 1905 ... 

12 

12 

2 

• * # « 

«w« 

„ II, 1910 ... 

12 

12 

2 



„ Til, 1911 ... 

14 

14 

4 



„ V, 1915 ... 

20 

20 

4 


• «*# 

Ordinance I, 1916 ... 

20 

- . 20 

10 


* * ® 

Act IX, 193 6 ... 

26 

20 i 

10 

■ ’a 

«•* 

Ordinance YI, 3916 

88 

20 

10 

18 1 

#•« 

„ VII, 1916 

50 

20 

10 

SO 

t .. 

„ VII, 1917 

62 

20 ■ i 

10 

42 

**# 

Act YI, 1918 ... 

86 

20 

10 

66 


J} 11, 1919 ... 

100 

20 

10 

80 

« • « 

„ XXVI, 1919 ... 

120 

! 20 

30 

100 


„ XXI, 1920 ... 

120 

120 

120 

120 

*** 

„ XLV, 1920, Tem- 

85 

85 

85 

85 

5 

porary. 

Ditto, Permanent. 

** Metallic 

20 


- Metallic 

5 

Reserve. 



Reserve. 



The securities of the Government of India, and 


the sterling securities originally held in the Reserve 
(Column 4) are permanent loan stock or long dated 
securities. The rapid depreciation of such securi- 
ties with the growth of the British national debt 
during the War, led to a change of policy. Power 
was therefore taken in Act IX of 1916 to hold six 
crores of British Treasury Bills which mature for 
repayment after not more than twelve months and 
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are therefore not liable to depreciation. The Act of 
1920 passed in April of that year was important 
because, although it did not increase the total 
amount of securities admissible in the Reserve, it 
abolished the limit on the holding of securities of 
the Government of India. As noted in a later chap- 
ter, this was done on account of the adverse balance 
of trade and the necessity for selling Reverse Coun- 
cils which began in January, 1920, these for the 
greater part being met out of the sterling securities 
of the Paper Currency Reserve. So far as the cir- 
culation was not contracted, this operated to trans- 
fer part of the invested portion of the Reserve to 
India, where it was naturally desirable to hold it in 
securities of the Government of India. 

Report or the Currency Committee, 1919 
The Report of the Committee on Indian Exchange 
and Currency (1919) is described in a later 
chapter*; but it will be more convenient to notice 
here its recommendations as regards the com- 
position of the Paper Currency Reserve. The Com- 
mittee had to consider in regard to this the peculiar 
position which had been reached by the absolutely 
necessary expansion of the circulation during the 
war and subsequently. This had been achieved 
mainly by enlarging the invested portion of the 
Reserve, the increased investment being in sterling 
securities held in London. The last change was §' 
made by Act XXVI of 1919 which fixed the invested ^ 
portion of the Reserve at 120 crores, of which 10Q ? *' 

••*gee Chapter XIV, page 

■ Vr - ■ . : ' . ; , ^ 
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crores might be invested in Treasury Bills of the 
British Government. This meant that considerably 
more than half of the total circulation at the time 
the Committee reported (186 crores) could be held 
in British securities. If, as was probable, there 
should be a contraction of the gross circulation in 
future years, the limit would become unduly high 
and would have to be reduced from time to time by 
special legislation. 

The Chamberlain Commission had pointed out the 
disadvantage of the inelasticity of the Indian Paper 
Currency system.* During the past six years a 
substitute for elasticity had been found in the issue 
of frequent Ordinances and the passing of Acts. 
The Committee found that it was essential to intro- 
duce elasticity into the system and thus “ to obviate 
the necessity for constant fresh applications to the 
legislature as the circulation grows. Both these 
objects can be attained,” they said, “ if instead of 
laying down that the invested portion of the Reserve 
must not exceed a fixed maximum, the legislature 
prescribes that it shall not exceed a maxim-nm per- 
centage of the total issue ; or alternatively, that the 
metallic portion shall not fall below a minimum per- 
centage of the total issue.” 

' The Committee also made a further most import- 
ant recommendation, namely, tplry experimentally 
on a small scale the device proposed by the Royal 
Commission of 1913-14 for giving the note-issue 

•Report, 1914, paragraphs 103-105. 
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elasticity— one which has been adopted in connection 
with the Federal Reserve Note System in the United 
States : that is to make commercial hills of ex- j. 
change available as security for the issue of notes, t 
The Committee recommended that this should be 
done to the extent of five crores in addition to the 
other forms of security already permissible. “ The 
issue would take the form of loans granted to the 
Presidency Banks on the collateral security of bills 
endorsed by the Presidency Banks and having a 
maturity not exceeding 90 days.” They proposed 
that the Banks should be charged at not less than 8 
per cent per annum for such advances. Thus there’ 
would be no temptation for the Banks to make this 
an ordinary means of increasing their available 
capital ; but they would seek such advances from 
the Paper Currency Department only at periods of 
exceptional tightness of the money market. They 
recommended that the statutory minimum for the 
metallic portion of the Reserve should be 40 per cent 
of the gross circulation, which, it will be remember- 
ed, includes notes held in Reserve Treasuries. They 
also recommended that of the fiduciary portion of 
the Reserve not more than 20 crores should be held 
in securities of the Government of India. 

It is interesting to observe how opinion has chang- 
ed on this question of securities other than those of 
the Government of India being held as part of the 
fiduciary portion of the Reserve. It was in 1905, 
for the first time, that British Securities were allow- 
ed to be. included in the Reserve, and the amount 

2a 
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allowed was only 2 crores. Tlie limit was increased 
to 4 crores in 1911 and to 10 crores in 1916, and 
thereafter by rapid stages to 100 crores in Septem- 
ber, 1919. The rupee securities which were increas- 
ed to 20 crores in 1915 remained stationary at that 
figure till April, 1920. It has now become recog- 
v nized that the sterling securities in the Paper 
Currency Reserve serve a very useful function, in 
that they may be used to replace or supplement the 
Gold Standard Reserve in maintaining the rate of 
exchange during a period of adverse balance of trade 
by being used for the payment of Reverse Councils 
as above described. This principle has a sound 
economic basis. When the export trade from India 
is brisk the balance of trade is favourable ; and the 
demand for Councils is active. This places funds 
in the hands of the Secretary of State, and the 
Council drafts are paid in India by notes issued 
against the increase of the securities held in London. 
At the same time prices rise in India, partly from 
increased demand and partly from the increase of 
circulation. 

j There is a rise and fall of prices all over the 
[ world at the same time in a more or less regular 

i succession of periods, which are usually seven or 
ten years in length. Such a period, whatever its 
length, is called a “ cycle of trade. ” In that por- 
tion of the cycle during which world prices are 
rising India experiences a favourable balance of 
^ trade. Immediately after world prices have com- 
' menced falling India begins to experience an 
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adverse balance of trade which lasts usually from 
twelve to twenty months. During these abnormal 
periods of adverse balance of trade Reverse Coun- 
cils are sold and paid in London by selling the ster- 
ling securities of the Reserve. At the same time the 
money realised in India by selling the Reverse 
Councils is used to withdraw currency notes from 
circulation. This automatically contracts the cir- 
culation, if the amount of the rupee securities is 
fixed. The contraction of the circulation brings 
down prices in India, and re-establishes the favour- 
able balance of trade at an earlier date than would 
otherwise have occurred. By this device of holding 
the greater part, and the elastic part, of the fiduciary 
portion of the Reserve in sterling securities, a per- 
fectly automatic adjustment of the circulation to 
the state of trade can be secured. Ic also provides 
a means of maintaining exchange. 

Papeb Currency Act op 1920 
The extraordinary measures which became neces- 
sary during the War for enlarging the fiduciary por- 
tion of the Paper Currency Reserve were admitted- 
ly a clumsy expedient for obtaining the necessary 
effect of elasticity. The expansion of the circulation 
was absolutely necessary and, as stated above, under 
the existing law no alternative course presented 
itself but to ask the Legislative Council to increase 
the portion of the Reserve that might be held in 
securities. The Finance Member of the time, Sir 
William Meyer, had begun by apologetically asking 
for an increase of the securities in the Reserve to 20 
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crores in 1915, and his successor ended by asking | 

and obtaining sanction to a limit of 120 crores ; 

in September, 1919. The war-time Acts and* the 
later one of April, 1920, were purely temporary, 
because it was fully realized that the old system of a 

regulating the Beserve was obsolete and must be 
replaced sooner or later by a system having certain ■ . ! 
features of elasticity. 

In framing the Paper Currency Act (1920) the 
Government of India adopted in principle the re- i 

commendations of the Committee ; but they prefer- 
red to impose upon themselves a somewhat higher ;j 

standard for. the metallic reserve and adopted 50 1 

per cent instead of 40 per cent of the gross circula- 
tion as recommended by the Currency Committee 
(1919), although the power to issue 5 crores of notes J 

against commercial bills of exchange in effect f 

1 reduced this limit to about 47|- per cent. The per- 
| manent composition of the Beserve is to be as 
| follows i 

(1) Metallic portion— to be not less in value f 

than the securities portion of the Be- * 

serve ; (may include gold held by the 
Secretary of State not exceeding 5 
crores). | 

(2) Securities portion : — j: 

(«) Securities of the Government of India — . - i 

to an amount not exceeding 20 crores I 

valued at purchase price, of which not 
more than. 12 crores. may be “ created 
securities ” explained below) ; 
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( b ) Securities of the United Kingdom the 
date of maturity of which is not more 
than one year from date of purchase. 

(3) Bills of Exchange which will mature within 
90 days, and which satisfy the conditions 
laid down by the Governor General in 
Council, to a total not exceeding 5 
erores. 

The metallic portion of the Reserve may consist 
of sovereigns, half-sovereigns, rupees, silver half- 
rupees, and gold and silver bullion. The gold 
bullion is to be valued at the rate of Re.l for every 
11.30016 grains of fine gold ; and the silver bullion 
at the purchase price converted into rupee currency. 
It will be observed that the token coins of nickel, 
and the subsidiary silver coins of 4 annas and 2 
annas cannot be included in the metallic portion of 
the Reserve. Gold and silver coins other that those 
which are legal tender in India can of course be held 
in the metallic portion of the Reserve, but would be 
treated as bullion. 

The function of the securities portion of the Re- 
serve (with the bills of exchange portion) is to 
fill up the gap between the metallic portion of the 
Reserve and the gross circulation. At times when 
rupees come back from circulation the securities 
portion may decrease to any extent convenient. On 
the othej hand, a maximum limit relatively to the 
metallic portion of the reserve is absolutely neces- 
sary in order to prevent any undue expansion of 
the circulation and to ensure the convertibility of 
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the notes. There is no rigid maximum limit except 
as regards rupee securities. British securities of 
short date may be held to any extent, subject to the 
limit that the total amount of securities does not 
exceed the value of the metallic portion of the 
Reserve. 

It will be seen that this new Act provides the 
necessary elasticity. In a period of expanding 
trade and rising prices there is a demand for more 
currency. Let us suppose that the metallic portion 
of the Reserve was 75 crores and the securities 55 
crores on a given date ; that there is an active de- 
mand for Councils ; and that with the proceeds the 
Secretary of State is buying sterling securities, and 
notes are being issued against them in India. A 
limit is fixed to the issue of notes in this manner when 
the total value of securities has also become 75 
crores. The limit will be a smaller figure if in the 
meantime the encashment of notes has led to a re- 
duction of the metallic portion of the Reserve. 

It might appear that this latter contingency would 
seriously limit the increase of the note circulation 
against securities, such as is required during a 
period of active trade. But in the event of there 
being a heavy withdrawal of rupees or sovereigns 
from the Reserve, Government would immediately 
cable the Secretary of State to use some of the funds 
obtained by sale of Councils for purchase of silver 
(or gold) to be immediately shipped to India, where 
it would he coined and put in the Reserve,, Thus the 
expansion of the circulation would only be delayed 
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by a few weeks ; and for every erore of gold thus 
imported, or for every crore of tolas of Indian 
standard silver imported (-which at the prevailing 
price of silver would usually cost less than a crore 
of rupees), the Government of India could issue two 
erores of notes— one crore for the metal imported 
and another backed by the increase of the total of 
securities permitted by the increase of the metallic 
portion. 

The provision that the securities of the United 
Kingdom shall be those which mature not more than 
one year after the date of purchase is a wise pro- 
vision to prevent the loss which, sometimes occurs on 
the realization of ordinary Government Loans. In 
former times it had been usual to purchase British 
“ Consols,” or War Loan stock which was not re- 
payable until nearly 30 years thereafter. The price 
of such loans on the Stock Exchange is continually 
fluctuating ; and during the years 1910 to 1920 there 
was a continuous downward tendency of prices 
because the current rate of interest was rising. Con- 
sequently securities were sometimes sold at a loss. On 
the other hand, Treasury bills and securities which 
will be repaid within twelve months cannot fall much 
in value on the Stock Exchange, as they will be worth 
their full nominal value on the date of repayment. 

The issue of currency notes against commercial f 
MHsof exchange originating in internal trade is now j 
adopted for the first time in accordance with the red 
commendations of the Committee of 1919. The! 
loyal Commission of 1913-14 had made a similar 
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proposal that Government should make loans to the 
Presidency Banks when needed. The small limit 
of 5 crores has been chosen admittedly as an experi- 
mental measure. When the manner of regulation 
of such issue has been tested by experience, if the 
effects have been found beneficial, as is expected, 
the limit will doubtless be raised'. The idea of 
issuing currency notes against commercial bills is to 
secure an expansion of the circulation in a time of 
active demand for money. In years when the crops 
are heavy and merchants have to finance the move- 
ment of large quantities of grain, cotton, jute, etc., 
the demand for loans in the form of discounting bills 
of exchange is so great that the market rate of in- 
terest is forced up to 8 or 10 per cent, or even higher 
for a short period. Merchants do not like such a 
period of tightness of the money market. Some- 
times they cannot get their bills discounted at all, 
and when they can the rate of interest is so high that 
it is very expensive to hold stocks of commodities. 

The economic sequence is this : when there are 
very large stocks of commodities in the country 
there must be also a large volume of bills of ex- 
i change ; and therefore there is needed at that time 
i a large volume of rupee circulation to be used in 
■ discounting the bills. The provision that notes may 
be issued against bills of exchange amounts, there- 
fore, to Government undertaking that up to a, certain 
limit it will discount commercial bills of exchange, 
or “ rediscount ” them, as it is called commercially, 
when one bank discounts bills handed on to it by 
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another which has discounted them for its custo- 
mers. The actual mechanism of the new system 
will he that Government will issue notes to the Im- 
perial Bank in return for bills of exchange deposited 
with the Controller of Currency ; and the latter will 
charge the Bank interest at a high rate, not less 
than 8 per cent. This latter provision is meant as 
a safeguard that this means of increasing the avail- 
able money will only be used in times of real emer- 
gency. There is no intention that the Imperial Bank 
should make a profit out of the transaction ; it will 
simply increase its available funds in this manner 
whenever the market rate rises above 9 per cent. 
This may be called a normal figure at the busy sea- 
son : the additional funds available will avoid an 
unusual and embarrassing tightness of the money 
market. 

As the Finance Member explained in his speech 
introducing the Bill, it would not be possible to 
bring the new permanent provisions for the Cur- 
rency Reserve into operation at once owing to the 1 
difficulty caused by the necessity of revaluing the I 
gold and the sterling securities of the Reserve on f 
the basis of Rs. 10 to the sovereign instead | 
of Rs. 15. At the time of his speech*, the gross 
circulation, after having reached a maximum of 186 
crores, had been reduced to 162 crores, against which 
the metallic backing was 93 crores ; and the balance 
of the Reserve, 69 crores, consisted of securities, 

* 2nd September, 1920. See Proceedings, Imperial Legislative 
Council, Gazette of India, 18tli Sept 1920, Part YX, p. 1113. 

8 $ 
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tlie valuation of gold and sterling securities being 
on the old basis of Bs. 15. If the new composition 
of the Beserve and the new valuation of 
the sovereign had 'been immediately applied, the 
metallic portion of the Beserve would have been less 
than 50 per cent, or else it would have been neces- 
sary to make a drastic reduction of the circulation, 
which would have been disastrous in its effect upon 
trade. It was necessary therefore to make tempo- 
rary provision for bridging over the period which 
would be needed to bring the Beserve into con- 
formity with the new permanent basis. By the 
temporary Act of March, 1920, Government had 
power to hold securities to a total of 1.20 crores. 
This was' now an unnecessarily large figure, and 
as a temporary provision it was enacted that the 
total of securities should not exceed 85 crores. 
But the real difficulty was how to fill up the gap 
formed by revaluing the _ gold and sterling 
securities at two-thirds of their former value. This 
was easily done as a temporary measure by autho- 
rising the Government of India specially to create 
securities and issue them to the Controller of Cur- 
rency, such securities being valued at the market 
price of similar securities on the date of issue. 
These “created securities ” would obviously 
amount, however, to far more than the limit of 
twelve crores permitted by the provisions of the Act. 
It was therefore provided that the excess should be 
reduced gradually by replacing them with sterling 
securities. There being no funds available ini- 
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mediately to purchase a large quantity of sterling 
securities it was provided that interest derived from 
the securities in the Reserve should be applied as 
from 1st of April, 1921, to the reduction of the 
created securities, and that the Auditor General 
should every year grant a certificate of the amount 
of such interest and that it was so applied. Gov- 
ernment undertook also that, as soon as the Gold 
Standard Reserve should amount to £40,000,000, the 
interest on its securities, which now goes to swell 
that Reserve, should all he appropriated to the 
credit of the Currency Reserve. There would "be 
about £2,000,000 annually from interest on the 
securities in the Paper Currency Reserve ; and after 
a year or so nearly an equal amount available also 
from the Gold Standard Reserve. Thus it would 
be possible in the course of some four or five years 
to fill up the gap created by the revaluation of the 
sovereign at Rs. 10, and to bring into effect the 
permanent provisions for regulating the Paper 
Currency Reserve. The necessity for delaying the 
application of the new rule that the metallic portion 
of the Reserve may not be less than the amount 
of securities does not involve delaying the very 
useful provision allowing the issue of notes against 
bills of exchange to the limit of Rs. 5 cro res, which, 
after the rules governing it have been settled, can 
be made use of when the occasion therefore arises.* 

* Since the above was written the metallic portion of the Reserve 
has increased to more than oO per emit of the circulation ; whilst the 
Gold Standard Reserve exceeded £ 40,000,000 on the 80th September 
1921, and the interest is being applied in reduction of the created 
securities. In March, 1922, 2 erores of notes were issued against bills of 
exchange. The Finance Act -of 1922 has postponed for two years the 
use of the interest of the P, (j. R. as above described, 
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CHANCES DURING THE WAR 

We have seen in the last chapter that the Indian 
system of currency and foreign exchange was per- 
manently established before the War and was 
working in a perfectly satisfactory manner. A 
proof of the excellence of the system which Gov- 
ernment had established lies in the fact that it 
withstood perfectly the shock of the outbreak of 
war. Confidence was suddenly shaken by uni- 
versal apprehension as to what might happen in 
the future. The big financial houses of Europe 
also saw that they would immediately need to 
utilize all their capital in their own countries. 
They therefore called in moneys which were owing 
to them from all parts of the world. So many 
people were trying at the same time to. send enor- 
mous sums of money to England and to Franco that 
it was impossible to find any means of sending it. 
The exchanges, after rising very high against these 
remittances to Europe, completely broke down ; 
and it was only by the intervention of the British 
and French Governments that a serious financial 
panic was averted and the exchanges were gradual- 
ly restored to a working condition. 
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Want of confidence and weak exchange 
The Indian system of exchange was completely 
prepared to meet such a crisis because of the large 
funds which had been accumulated in the Gold 
Standard Reserve and were held in London. The' 
trade conditions in the summer of 1914 were 
already indicating that the balance of trade was 
likely soon to turn against India ; for the sales of 
council bills in May, June and July of that year 
had already fallen to less than one-fourth of the 
sales in April. Immediately on the outbreak of the 
War, however, foreign firms in India wanted to 
remit large sums to London and elsewhere, and 
Indian merchants were required to pay immediately 
for goods they had imported. Reverse Councils 
were offered and were freely bought. Imports 
ordered before the War were still arriving in India 
during the next three or four months ; but the ex- 
port trade was immediately reduced in volume. 
Germany and Austria formerly purchased a large 
proportion of our exports, particularly raw com- 
modities, and their trade disappeared entirely. 
Moreover, the exploits of the “ Emden ” in Sep- 
tember and October, 1914, prevented many ships 
leaving Indian ports. For these causes amongst 
others, the balance of indebtedness remained out- 
wards for several months, and reverse Councils con- 
tinued to bo sold until towards the end of January, 
1915, when normal conditions became more nearly 
re-established. The total sum of reverse Councils 
sold during this period of unfavourable balance of 
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trade from August, 1914 , to January, 1915, was 
£8,707,000. 

During the spring of 1915 the sales of Council 
bills by the Secretary of State increased. Ex- 
change weakened again in June and reverse Coun- 
cils were sold again for the next three months. In 
September the balance of* trade turned definitely 
in favour of India, and by the end of the year the 
Secretary of State was selling Council bills to, an 
amount not much below normal for that time of 
year. This does not mean, however, that trade was 
being carried on upon the pre-war basis. As a 
matter of fact, both the imports and the exports 
were reduced, partly because England could not 
now supply goods for us to import, and exports to 
the Central Empires were impossible ; whilst ship- 
ping difficulties also affected both imports and 
exports. 

Other noteworthy features of the first year of 
the War were mainly the results of the shock 
caused to confidence in India by the outbreak of 
War, and of the recovery therefrom. The crisis 
sed panic-stricken demands for gold, for the 
/ encashment of currency notes, and for the with- 
drawal of Post Office Savings Bank deposits. The 
first noticeable result was that sovereigns dis- 
appeared entirely from circulation. Prior to 
August, 1914, sovereigns had been in circulation to 
a limited extent in parts of India, particularly in 
the Nox^^Within a few days the gold chins, 
always m mae asilv carried and buried than silver, 
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disappeared from circulation, being hoarded by 
innumerable native bankers and petty merchants. 
Marwaris sent great quantities back to their native 
villages to be buried ; but perhaps it was not only 
fear which prompted this action. Some may have 
realized that war would prevent the importation 
of more gold into India, so that the price would be 
certain to rise. 

At the same time a great demand arose for the,^ 
encashment of currency notes in gold, and so 
early as the 1st of August, four days before Grea 
Britain declared war on Germany, the Government^, r 
had to conserve its gold by refusing to issue less than cw* 
£10,000 at one time to any person. As £1,800,000 
of gold was withdrawn in four days, this restric- 
tion was practically ineffective ; and on August 5th, 
Government notified that gold would no longer be 
issued to private persons, a restriction which has 
ever since been maintained. The result was that 
sovereigns very soon rose to a premium, being 
quoted at Rs. 15-6-0 by the end of August and at 
Rs. 15-8-0 in November, 1914, although thereafter 
there was a temporary decline, before the premium 
rose to a much higher figure. 

The demand for the encashment of currency 
notes was particularly strong in the Bombay Pre- 
sidency. Government at once took steps to check 
any panic by issuing instructions that every en- 
deavour should be made to meet promptly all de- 
mands for encashment at district# treasuries, 
although a currency note was convertible as a 
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mnttM* of right only at the head currency office of 

«** o«i-' ™ "“t 

note circulation, that is, amongst the P^P 1 ^ 
mainod practically stationary , c, n » 

Nation was reduced through the Tree, deucy 

Banks considerably reducing ^ 

had been unusually large -just before the outbreak 

° f ^deposits in the Post Office Savings Bank were 
about oJ crores on the 31st of July ; hut u-om the 
s cm .1 we* of August there was a heavy and 
eldted run hy Savings Bank ^ 

draw their funds, so that about six ■ 

withdrawn during August and September 
drawals continued for several months, and flit tot 
denosits held fell to 15 crores by the end ot Ala 
1915 Thereafter withdrawals due to want ot eon- 
fideiice ^ceased, and deposits gradually nrcrcased 
again as shown in the following table 

Deposits « 0* Post Office Savings 


sit July 31st 1914 
March' 81st 1915 
March 81st 1916 
March 81st 1917 


Rs, Crores. 
24*5 
14:9: 
15*8 
18*6 


March 31st 1918 
March 81st 1919 
March 31st 1920 
March 31st 1921 


16*6 

1S*8 

21*8 

• 22*8 


Gkowxkg Favourable Balance op Trade 
By October, 1915, the currency and exchange 

About thiTtime there began to arise a great demand 

tor tdia’s raw products and % 

Allied and neutral countries, .Tute doth w*. 
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required in huge quantities for sand bags, and hides 
were wanted for making leather for army boots and 
equipment. Indian cotton and various forest and 
plantation products were eagerly demanded. The 
exports of tea, indigo, lac, and wool all increased. 

At the same time the goods which India usually, 
imports from Europe and America were difficult to 
obtain. As the total money value of the exports 
began to exceed that of the imports more and more, 
there came to be a large balance of payments in^^/^, 
favour of India. Council Bills were sold on a" 
considerable scale during th e cold wea ther of 
1915-16. During the whole of 1916 the demand for 
Council Bills was very keen and continued to grow 
until it reached an intensity unknown in pre-war 
days, except for very short periods. 

The supply of Councils unfortunately was neces- 
sarily limited by circumstances over which Gov- 
ernment could have no control. This statement 
will become clear if we examine the two principal 
reasons. In the first place, it must be remembered _JL— 
that \the. Secretary of 

L ondon payable in-I ndia nnlessJmJs. sure that the 
Government of India have actual cash tn pay it 
wj fth 07 1 prese ntation. When Council Bills are 
being sold in great quantities in London, their pay- tfr^' 
ment causes a heavy drain on .th eA.r.rnasnxv ^ ^ 
Bal ances in India. In fact, it is not possible to , A 
sell Council Bills for payment out of the Treasury f 
Balances beyond the Secretary of State’s require- 
ments for his normal expenditure in England, 
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except to quite a limited extent. There are three 
wags , however, i n whi c h the Governm ent of Indi a 

roent of Cou n cil B ills drawn upon them . The first 
and most obvious is bv buying silver in London wi th 
the m oney whi ch the Secre tary of State has at hi s 
disposa l as the resul t of previous sales of Council 
This silver is shipped to India and there 
coined into rupees in the Mints of Bombay and 
Calcutta. The second method is 'to increase. , th e 
* naner currency circulation in India. Governm ent 
paying the Council Bills by simply issuing currency 
notes. This is o n ly possible, however, according 
to the Indian Paper Currency Law, bv increasi ng 
the Paper Currency Reserve to the same extent as 
t he circul ation. Hence Government could not avail 
itself of this means of meeting the extra Council 
Bills until it had obtained sanction for increasing the 
invested portion of the Paper Currency Reserve 
which might be held in securities in London. This 
permission Government obtained by an Ordinance 
in January, 1916, which was confirmed by Act IX 
of 1916 of the Indian Legislative Council. The 
^ third m ethod by which Government could obtain 
funds in India with which to pay the Council Bills 
was by bo rro wing in India fro m whatever sour ce 
money could be raised. Government borrowed 
from~EEe Presidency Banks from time to time ; but 
it was not until the great War Loans of 1917 and 
1918' that considerable funds were placed at the dis- 
posal of Government by this method. Ij 1Q1&- 
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therefore. Government ...had -tQ-J ^1y ■ T n fl r i nl sc- ja p-Ott; .' tllg 
first two methods . It purchased enormous quanti- 
ties of silver— so far as it could purchase without 
seriously raising the price : also nearly 27 crores 
worth of currency notes were issued against an in- 
crease by a similar amount of the invested portion 
of the Reserve held in England. 

Finance of Indian Army Abroad 
These resources, however, were wiiaJaa ifficie nt 
to meet the growing demand* for the . .fi nance,., of ex- 
ports from India, because Government had also to 
finance on a large scale what, from the economic 
point of view, must be called an “ invisible export.” 

I refer to the expenses of maintaining the Indian 
Army serving abroad. It will be remembered that' 
the arrangement made with the British Government ; 
was that the latter should pay the whole cost of/ 
employing Indian troops on foreign service, and'ij 
all Indian military expenditure resulting therefrom’ 
in excess of what the Indian Army would have 
cost if it had not been employed in the War. The 
•expenditure incurred by the Indian Government 
which the British Government had therefore to 
reimburse was on a very large scale ; and- the diffi- 
culty was that the British Government, having no 
funds out here, refunded the money by paying it 
to the Secretary of State in London. The Govern- 
ment of India, therefore, was paying out enormous 
sums in India for the training- of recruits, employ- 
ment of labour, purchase of food, fodder, and aH 
kinds of munitions and equipment, for railway; 
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transportation, and for chartering steamers. 
Much of the imported and newly-coined silver, and 
much of the enlarged issue of currency notes, had 
to be used to finance these expenses. The funds 
held by the Secretary of State in London grew cor- 
respondingly large. It is instructive to set side by 
side the figures of the monies received by the Sec- 
retary of State for the sales of Council Bills and 
for refunds of war expenditure for a number of 
years : — 



Sale of Council 
Pills. 

in thousands 
o££’s. 

Net receipts 
from War 
transactions in 
thousands 
of £>8. 

1913-14 

31,201 

Nil 

1914-15 

... 7,748 

8,686 

1915-16 

... 20,355 

14,251 

1916-17 

32,998 

33,195 

1917-18 

... 34,881 

61,994 

1918-19 

20,946 

82,880 

1919-20 

31,226 

58,230 

1920-21 

Nil 

52,073 


It will be seen that the net receipts from the Bri- 
tish Government on account of War transactions 
grew rapidly until they largely exceeded the re- 
ceipts from the sale of Council Bills. Thus it will 
be understood how the necessity of financing this 
war expenditure led to a great difficulty in provid- 
ing funds for the ordinary export trade of private 
firms. 

Control of Exchange 

This difficulty of providing funds to finance ex- 
ports produced important results affecting Indian 
trade, which are of great economic interest. Be- 
fore the War, when the demand for Council Biffs 
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became strong the Secretary of State wtnt 

mt Ms minimum selling rate up t & 

(which used to be Is. W-)- 5 alld then beC ! m 
n 1 ^ for most of the Exchange Banks to buy 

f„U in London and ship it to India. Daring tte 
war however, the British Government practically 
prohibited the export of gold and nom > couM be 
obtained for export to India 

much however, until the end of 1916, as the bee 
y of State had been able to maintain hm usual 
praice of selling Councils to meet the full require- 
ments of the buyers in London. 

The situation which developed cannot be bettei 

described than in the words of ‘aim™ Daring 
Indian Exchange and Currency (1919). g 

November (1916) the amount of the weekly sales 
increased rapidly, and in the first fortnight of De- 
cember they exceeded *5,000,000. The rupee hold- 
lug in the Paper Currency Reserve had then fallen 
to 14 crores, and though there was silver awaiting 
coinage and the Secretary of State had made large 
purchases, it was evident that the continuance of 
sales on this scale would endanger the convertibi- 
lity of the note issue. To avoid this danger the 
Council Drafts sold by the Secretary of State were 
limited from 20th December, 1916, the weekly 
amount, which varied between 120 lakhs and 30 
lakhs, being fixed from time to time mainly on a 
consideration of the rupee resources of the Govern- 
ment of India. The limitation o f the amou nt of 
•Report, pages 9-10, 
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Council Drafts at a time when the demand for re- 
mittance to India was exceptionally strong and no 
adequate alternative method of remittance was 
available led to a divergence between the market 
rate of exchange and the rate at which the drafts 
were sold. It also became evident that the remit- 
tance available might be insufficient to finance the 
whole of the Indian export trade, and it was 
essential that the exports required for war pur- 
poses should not be impeded. It was found neces- 
sary, therefore, to introduce certain measures of 
control. From 3rd January. 1917 . Council D rafts 
were sold at a fixed rate, which at the outset w&s 
Is. 4 ,ja. for immediate telegraphi c, transfers^ and 
sale was confined to banks and firms on the 
‘ Approved List.’, which included the chief ex- 
change banks and a few large purchasers of drafts. 
A. little later these banks and firms were required 
to do business with third parties at prescribed rates 
and to apply their resources primarily to financing 
the export of articles of importance to the Allies 
for the purpose of carrying on the war, a list of 
which was drawn up by the Secretary of State. 
An appeal was at the same time addressed to other 
firms engaged in Indian trade to conduct their re- 
mittance transactions through the exchange banks.” 

If this arrangement had not been made, exchange 
would necessarily have risen above lx. ; and in 
fact whilst the negotiations with the banks were in 
progress, in January, 191.7, exchange did rise to 
Is, 5 d, for a few days. 
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The result of the scheme of Government control 
was to provide exporting merchants with means of 
financing the export of all goods of national import- 
ance. As regards other goods, exporters had little 
opportunity of discounting their hills unless they 
could provide “jmverd’ By this is meant the pro- 
vision of business for the exchange bank in the 
reverse direction. For example, in ordinary times 
a merchant in India who had just put on board ship \ 
goods of the value of, say, Rs. 12,000 would take 
the bill which he had drawn on the English, buyer 
for this sum to an Exchange bank which would dis- 
count it. During the control period, however, if 
the goods shipped were not certified as being of 
national importance, the bank would refuse to cash’ 
bis bill unless he was able, at about the same date, 
to remit money to England. If, for instance, he re- 
quired to remit Rs. 11,000 to England and went to 
the bank with this order at the same time that he 
took his bill to discount, the bank would readily buy 
his bill because the drawer was himself providing 
the greater part of the funds required in India for 
discounting it. If the banks had refused to do busi- 
ness even when a man could provide “ cov er ” for 
nearly the whole value of the bill he wished to dis- 
count’ the result would have been simply that people 
would have avoided using the Exchange Banks, 
and would have settled their exchange transactions 
between themselves, or by means of private brokers, 
as was done before exchange banks existed. 

Owing to the rise of prices in the belligerent 
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countries being much, greater than in India, it was 
very profitable, however, to export goods not of 
national importance ; and consequently merchants 
tried every conceivable means of financing such 
exports. There arose a market in “ cover ” ; and 
exporters readily paid 3 to 5 per cent, and some- 
times even up to 10 per cent, to anyone who could 
provide them with “ cover’.” Speculation by buy- 
ing cover “ forward,” that is three to six months in 
advance, was a later development when exchange 
became unstable from 1918 onwards. 

The Absorption op Silver 
We must now seek to understand what was hap- 
pening in regard to silver : why the Indian demand 
for coined silver rupees was so enormous, and why 
the price of silver rose, and what effect this had on 
exchange. The following figures show the' number 
of whole rupees coined in the mints of India during 
each year : — 


Year. 

Lakhs of rupe: 

1912 

12,25 

1913 

16,20 

1914 

4,84 

1915 

1,53 

1916 

21,29 

1917 

26,66 

1918 * 

41,19 

1919 

42,76 

192Q 2 

10,89 

1921 3 

1,15 


1 Tiie amounts coined for Native. States have been deducted from 
the figures as published in Statement IX of the Report of the 
Controller of Currency for the year 1920-21. 

2 Coinage was stopped in July. 

* Recoinage of old light-weight rupees only, , 
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It is obvious at once that an enormous absorp- 
tion of rupees commenced in 1916. The coinage 
in the next year was even heavier, and constituted 
indeed a record, being' greater than that of the ex- 
ceptional year 1916. In 1918, however, the absorp- 
tion became absolutely unprecedented, and the vast 
total of well over 4,000 lakhs of rupees was coined. 
In 1919, so far from the demand slackening off, 
there was even a further increase and a new re- 
cord created, which it is to be hoped may not again 
be surpassed until many years hence. Indeed, it 
may be hoped, that as the people become pro- 
gressively more and more accustomed to the use of 
currency notes, and gold comes perhaps actively into 
circulation, the demand for silver coins may never 
again become so great. In 1920, the demand for 
rupees slackened off under circumstances which will 
be explained in the next chapter. 

The question with which we are now concerned is 
the sudden awakening of this huge demand for sil- 
ver, and the course of the world’s price of silver 
during the later years of the War. As will be ex- 
plained more fully in a later chapter, the enormous 
absorption of rupees which began in 1917 is to be 
accounted for by the fact that prices in general 
were rising, as well as by the activity of the export 
trade and the extensive Government purchases for 
the Army. The prices which were paid for raw 
products exported from India were constantly 
rising, because prices in the countries at war were 
rising rapidly and they could afford to pay higher 

So 
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prices to India. When the exporting merchants 
obtained higher prices, they gradually, by competi- 
tion amongst themselves, raised the prices which 
were paid to the actual cultivators for their cotton, 
to the chamars who eollected the hides, and the 
junglewallahs who collected forest products. Gov- 
ernment was also paying the hitherto unprecedent- 
ed wage rate of one rupee per day for unskilled 
labour. All these people were receiving more 
money than they had ever before handled — consi- 
derably more than they needed for their actual 
subsistence, because the price of food grains had 
not risen much in 1916 and 1917. The cultivators 
and labourers all insisted on having payment in 
silver rupees because they were not accustomed to 
currency notes, nor could these latter, they thought, 
be kept safely by burying underground. Conse- 
quently, many croi*es of silver rupees which were 
thus paid out to cultivators and labourers in all 
parts of India remained in their hands. 

In normal times nearly all of the money thus 
paid out comes back to the banks and Government 
treasuries because the people have to spend the 
greater part of their earnings on purchasing food 
and all the miscellaneous requirements of life, such 
as clothing, oil, iron and brass utensils and so forth. 
But in 1916 and 1917 the prices of all kinds of cot- 
ton and woollen cloths were rising rapidly, and the 
price of iron and brass had also risen. People can 
if necessary make their clothes last longer than 
usual, and they can avoid buying brass lotas and 
dishes. People made up their minds that prices 
were too high, that they were being 'cheated by the 
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banias, and they decided to do without things rather 
than pay exorbitant prices. Probably most people 
expected that prices would go down as soon as 
the war was over, and decided to wait till then. The 
result was that they kept their money and the 
rupees did not flow back to the Government trea- 
suries. This was the reason why Government had 
to make such large purchases of silver in foreign 
countries. The same kind of thing was happen- 
ing also in other countries. Everywhere a great 
demand for silver was caused by the rise in prices, 
but unfortunately just at this very time the supply 
of silver which comes from mines in various parts 
of the world became much less than usual. This 
was mainly owing to the fact that the revolutions 
in Mexico were creating such disturbances that 
many mines were closed ; also in 1915 and 1916 the 
Mexican mines had difficulties in obtaining the 
cyanide used in recovering the silver. 

The following figures show the quantity of sil- 
ver mined in different parts of the world each 
year : — 

Production of Silver from Mines. 


(in fine ounces, 000’s omitted). 


Year. 

Canada. 

IT. S. A. 

Mexico. 

Rest of 
"World. 

Total of 
World. 

1910 

..32,869 

57,599 

71,372 

57,249 

219,089 

1911 

.. 32,559 

61,109 

79,033 

57,683 

230,384 

1912 

.. 31,956 

66,041 

74,640 

60,423 

233,060 

1913 

.. 31,806 

71,200 

70,704 

57,900 

231,676 

1914 

. . 28,449 

69,634 

27,547 

50,418 

176,048 

1915 

.. 26,626 

72,369 

39,570 

47,180 

185,745 

1916 

. ; 25,460 

78,875 

22,838 

48,283 

175,456 

1917 

.. 22,221 

70,666 

31,214 

50^949 

175,059 
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Tills falling off of the world’s total production at 
the same time that Europe was engaged in war was 
very soon followed by the increase of demand above 
mentioned ; and the natural result of this was an 
increase of the price of silver. In 1916, the price 
began to rise, and in 1917 it rose more rapidly until 
in August, 1917, the price of silver in London was 
46d, per ounce, and in September it went higher. 
When the rupee was valued at Is. 4d., the silver in 
the rupee became equal in value to this nominal 
value (Is. 4 d.), when the price of silver reached 43 d. 
per ounce. In other words, as soon as the price of 
silver exceeded 43d. per ounce, the rupee became 
worth more as bullion than as representing the 
fifteenth part of £1. When the price of silver 
reached 55d. per ounce, as it did on one day in 
September, 1917, the rupee was actually worth Is. 
8 \d. as bullion. 

Let us see what were the results of this. Ob- 
viously it would have been very profitable to export 
rupees. For example, any Indian merchant could 
collect, say, Es. 10,000 in silver, put these on board 
ship properly packed, and sell the rupees in London 
as silver bullion, where at the price of Is. 8-Jd. he 
would realise £854-3-4. Now with this money he 
would buy a bill on India at the rate of Is. 4Jd., 
which was the rate of exchange then prevailing, 
and by cashing this bill in India he would draw 
Es. 12,615-5-0, and he woul^fjius have made a profit 
of Es. 2,615-5-0, less the co|£ of packing, freight, 
insurance, etc., which might fee about Es. 250, 
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Early i n September , 1917, Goyftrnment. therefore 
prohibited the export of silver,, coin and bullion 
from India" ; and it prohibited import by private ‘t 
persons also, so as to facilitate the purcha se, of sUsar \Q, 
bv . government for coinage num oafia. The rise in '2jjT 
the price of silver had also made it more profitable tP" "^1 
to melt np rupees than to purchase silver bars, and p-* 
this led Government to prohibit the melting of sfi- U?w fL 
ver and gold coin. The most important nes ul t, - * 
however, of the rise of the price of silver was that 
G overnment was — forced— to_ jaise..fhe.-rate---o£--~«&- 
change on London . Had the exchange remained - 
at Is. 4] d., much silver would probably have been* 
smuggled out of the country in spite of the prohi- 
bition ; but a still more serious difficulty would 
have been the loss which the Government would 
have incurred in having to buy silver at an aver- 
age cost of, say Is. 6d. for the rupee, whereas when 
that rupee was sent to India and paid out there it 
was only worth Is. 4d. to Government. Ip Augus t. 

1917, therefore. t% -rate rtf raisorl in 

Is., 5 d., at which figure it remained until the follow- ' 
ing April. 

The Silver Crisis and the PfTMAH Act. 

Meanwhile the Government of India was seeking 
some new source for the supply of silver. The 
Secretary of State had purchased so heavily during 
1916 and 1917 that the Indian demand had largely 
contributed to the rise of the price of silver. It 
was obvious that a continuance of buying in the 
open market would simply mean that Government 
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was raising the price against itself. Knowing 
that the Government of the United States had in 
its treasury an enormous reserve of silver dollars, 
accumulated from the silver purchased under the 
Sherman Act of 1890, # the Government of India 
approached the United States to sell some of this 
large reserve. They were able to point out that 
the balance of trade between India and the United 
States was strongly in favour of India and that with 
j the strictly limited resources available for financing 
J ^exports from India it would be convenient to have the 
■A balance settled by the shipment of gold or silver. 
\ The United States came to the assistance of India in 
r a most liberal manner. The so called Pittman Act 
y was for t his purpose pa nsed- 

* ApriL19.1B 7ahd &jgave 
power to sell the 
a mount of 350 million 

of rupees. The Government of India purchased out 
of this 200 ounces of pure silver at 101|- cents per 
ounce fine. The silver in the Indian Paper Currency 
Reserve which in the summer of 1917 stood at over 
28 crores had fallen rapidly during the cold weather 
of 1917-18, until at the end of March, 1918, it had 
fallen to less than 11 crores, including silver bullion 
under coinage. The position then became rapidly 
more serious. A crisis developed in Bombay, and a 
run on the Currency Office began which very soon 
spread elsewhere. The events cannot be better 
described than in the words of Mr. Gubbay, then 
pages 125 and 131. 
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Controller of Currency.'' “ The storm centre was 
in Bombay. On the re-opening of the Currency 
Office in April after the Easter holidays the silver 
balance at Bombay stood at 130 lakhs. Within three 
days this balance was reduced to 19 lakhs and it was 
clear that a crisis was imminent. It was staved off 
solely by the magnificent co-operation of the Mints 
and by the rapid transfer to that office of such 
surplus rupees as could be made available from 
Bengal and Central Provinces. Within six days 
no fewer than 187 lakhs were despatched from 
these areas to Bombay, while special measures were 
adopted at the Bombay Mint to accelerate the deli- 
veries by dispensing with formalities. Simul- 
taneously, however, difficulties arose in Madras and 
Rangoon. The former Currency Office closed on 
the 12th April with a balance of 1 lakh of silver 
after having issued 4 lakhs worth of sovereigns. 
In Rangoon actually on the same date one tenderer 
was refused silver. At both these places the situa- 
tion was saved by the closing of offices oil account 
of local holidays which rendered it possible to col- 
lect for issue thereat rupees lying at Treasuries and 
sub-Treasuries. At Calcutta, however 1 , there was 
fortunately no trace of any abnormal develop- 
ments.” 

This exceptional demand for silver was doubtless 
due to the requirements of those engaged in financ- 
ing the cotton crop. The merchants came personal- 
ly long distances from small moffussil towns to 
*See his Report for 1918-19, page 19. 



m 


CHANGES DURING THE WAR 


■ Bombay with thousands of rupees worth of cur- 
rency notes, and waited from opening till closing 
time day after day in the crowd struggling to get 
into the Currency Office. Rumours that silver was 
running short got abroad, and this brought a large 
number of persons tendering comparatively small 
amounts of notes. The public excitement in Bom- 
bay was relieved by the issue of a communique on 
15th April referring to an Ordinance just promul- 
gated which made it possible for silver purchased 
in America and in transit therefrom to be included 
as bullion in the Paper Currency Reserve. Pour 
days later it was definitely announced that legis- 
lation had been introduced in America to permit 
the purchase by India of part of the American Sil- 
ver Reserve. Prom this date the panic demand 
for rupees which had begun to develop dis- 
appeared ; but there remained a. steady continuous 
drain on the silver in the Reserve. There was 
much relief, therefore, when it was announced that 
the Pittman Act had been passed and that large 
quantities of silver would reach India within three 
or four months. The drain on the Currency Re- 
serve continued and the silver coin in India, in- 
cluding silver bullion under coinage, had fallen to 
5 crores and 90 lakhs by the end of May. The 
lowest point reached was a week later when little 
more than 4 crores remained. Thereafter the 
arrivals and coinage of silver began to overtake 
the demand, and the silver portion of the Reserve 
Slowly increased. It may seem that the amount 
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of’ 4 crores 14 lakhs which was the lowest actually 
touched was still large ; but it must be remem- 
bered that the active circulation, that is to say, the 
total notes outside Government treasuries and head 
offices of Presidency Banks, amounted to over 90 
crores, and that the four crores of actual silver 
coin in the Currency Reserve was scattered about 
in various Currency offices and currency chests ;* 
so that whilst in some circles there was still enough 
silver to meet the demand for the encashment of 
notes, in others there was a serious deficiency. This 
necessitated restrictions on the encashment of notes, 
only very limited amounts being convertible at one 
time. In some parts of India, therefore, and parti- 
cularly in the cotton-growing districts of Berar, 
Khandesh and Gujarat, notes fell temporarily to 
a considerable discount, from 3 to 5 per cent being 
common, whilst figures such as 10 and 15 per cent 
were reported here and there. 

*See Chapter Nil, page lO.'J, 



CHAPTER XIV 
AFTER THE WAR 

In the last chapter we followed the changes in 
the Indian currency and exchange which took place 
during the war. We saw that the great demand 
for India’s exports, and the military expenditure, 
led to a great issue of rupees to the public, and that 
owing to the very high prices of manufactured 
articles these rupees did not go hack to the Govern- 
ment treasuries in the normal manner, but remained 
in the hands of the cultivators and labourers. For 
this reason the Government of India had to pur- 
chase enormous quantities of silver in England and 
America, and the rate of coinage of rupees at the 
Indian mints became far greater than was ever 
known before. As a result of the shortage of the 
world’s production: of silver, followed by a groat 
demand from many countries, the price of silver 
rose considerably, and this necessitated the raising 
of exchange, until at the time of the Armistice 
(November, 1918) it stood at Is. 6d. 

The three years which have elapsed since the end 
of the fighting have been an eventful time in the 
history *of Indian currency and exchange. The 
conclusion of the Armistice did not bring any sud- 
den change in economic conditions. In all the 
belligerent countries governments were still spend- 
ing on a huge scale from borrowed moneys ; the 
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inflation of tlie circulation continued, and so did 
the rise of prices. For various reasons the ex- 
changes between the principal countries of the 
world fell into a condition more chaotic than they 
had been at any time during the war after the first 
shock in 1914. So, if India has had her embarrass- 
ments in exchange since the war, she has only 
suffered in common with every other civilized 
country. 

If we examine the history of the Indian exchange 
during the past three years (November, 1918), till 
October, 1921, we find that it can be divided into 
three periods in accordance with the predominat- 
ing factor in determining the rate of exchange at 
the time, one of these periods being very brief. In / 
the first period the pric e of s ilver was still the pro- r 
dominant ., featu re o f„the. m &ituatiim ; i n the se c ond * 
p eriod the pri n ci pal factors were the new policy 
adoptgd~as a result nf .il ie Bepo rt -of the Committee 
on Excha nge and Curren cy pu blished early „Jpi 

February, .1920, -.and the depreciation of sterling 

money in relation to gold ; whilst in the third p eriod 
the jjrgdominating factor, has, b eep. and at the time 
of writing still is, the adyerae trade balance. The 
first of these three periods will be considered in this 
chapter, and the other two in the next chapter. 

In the first period, at the conclusion of the 
Armistice, the trade balance was still highly favour- 
able to India. The huge war demand for Indian 
grown products continued for a few weeks ; and as 
this died down afterwards through the cancellation 
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of Army contracts, an even greater demand for raw 
products arose for various purposes. Manufac- 
turers in Europe and particularly in America had 
to meet a huge demand for replenishing stocks of 
the manufactured goods of peace time, and to 
manufacture these they had to replenish their 
depleted stocks of raw materials. They were will- 
ing to pay fancy prices for Indian cotton, hides, lac 
and many other products. On the other hand, it 
was still practically impossible to obtain imports 
of the various descriptions which India needed ; 
consequently there was far more to be paid for the 
exports than we had to pay for our imports and the 
balance of trade was very favourable. This meant 
a keen demand for Councils ; but the supply was 
limited because the British Government was still 
maintaining a large Indian Army in foreign parts 
and refunding the cost to the Secretary of State 
in London. 

India therefore was in a position to absorb the 
enormous quantities of silver now arriving from 
America as a result of the purchase made under 
the Pittman Act. Trade was brisk in India and 
prices were rising. The silver position caused no 
further anxiety as regards the convertibility of the 
notes, because the quantities arriving, which were 
coined by the prodigious efforts of the mints, 
were more than sufficient to meet the continued 
absorption by the public.. 

It was the rising price of silver which became 
the disturbing factor. From November, 1918, until 
May of the following year the price of silver re- 
mained fairly constant in London at about iSd. per 
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ounce. Thereafter it commenced rising, and reach- 
ed 55 H. in July, 61 d. in August and Ud. in Septem- 
ber, 1919. In October it touched 66 1 J. ; in Decem- 
ber 79|d. The reasons for this extraordinary rise 
cannot he fully discussed here. Doubtless the main 
causes were the re-awakening of the industrial de- 
mand for the manufacture of jewellery and articles 
of all kinds in ' the belligerent countries, the conti- 
nued absorption of silver for currency in China and 
other countries owing to the rising prices, and 
furthermore*, as regards the price in England, the 
depreciation of sterling money, the effect of which 
is explained later in this chapter. The result of 
the rise of the price of silver was the raising of 
exchange by successive steps. This was necessary 
in order to protect the Indian silver currency, and to 
avoid loss in purchasing silver for coinage, as ex- 
plained at the end of the last chapter (see page 205). 
The following table shows the dates upon which 
the rate of exchange was raised, and the price of 
silver in London on the same dates. The figures 
given in the middle column are the minimum rates 
at which the Secretary of State offered for sale 
immediate Telegraphic Transfers, that is to say, 
the telegraphic form of Council Bills. 


i 

Date of Change. 

Kate of. 
exchange. 

Price of silver 
in London. 


j « Q St d 

a 


12tl> April 1918 
18th May 1919 
}2th August 1910 
15th September 1919 
22nd November 1919 
12* h December 1919 


0 1 
o 1 
0 1 
0 2 
0 2 
0 2 


4G-J 
55| 
58f 
39 
74 
7-8* ■ 



AFTER THE WAR 


There is nothing worse for foreign trade than a 
fluctuating rate of exchange, as this provides many 
risks and uncertainties which have to be faced by 
the merchants. The Indian exporter generally sells 
goods for export in terms of foreign money — 
pounds sterling or dollars — and, when the goods 
have been put on board ship, and he takes the bill 
which he has drawn to an exchange bank to discount, 
the rate of exchange prevailing at the moment is 
of vital importance to him. If exchange has risen 
since he made Ms bargain, he will get fewer rupees 
for his pounds or dollars than he estimated, and will 
thereby suffer a loss. It is true that, as regards 
single transactions, the merchant can protect him- 
self to a great extent by buying “ cover ” before- 
hand from mi Exchange Bank, or broker ; but he lias 
to pay something for tins. The . most serious risk, : 
against which no provision is possible, arises from 
the fact that many transactions become altogether 
unprofitable with a rise or fall of exchange, so that 
the normal course of the merchant’s business is inter- 
rupted or made highly speculative. For example, 
when exchange falls, goods imported from England 
or America will cost more in rupees in India, assum- 
ing the price abroad remains the same. An importer 
of piece-goods, or other commodities, must place his 
orders months beforehand if he is to be sure of any 
stock to do business with. Suppose he has just 
received and paid for large stocks and exchange 
rises. His competitors will obtain supplies paid 
for at a higher exchange rate, which is equivalent 
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to a lower price, and they will be able easily to under- 
sell him. On the other hand if he has allowed his 
stocks to run low, and when he receives his new 
consignments from abroad exchange has just fallen, 
that is equivalent to a rise of price, and he finds his 
competitors still selling large stocks paid for when 
exchange was higher. 

Similarly, the exporter finds that even at his 
lowest prices foreign buyers tend to hold off alto- 
gether when exchange rises high ; so that the volume 
of demand for the exporters’ goods fluctuates 
violently with the rate of exchange. Yet the ex- 
porter is obliged to make commitments in advance 
in the way of buying his cotton, wheat, oil seeds, 
hides or other commodities several months before 
the actual time of shipping. The fact is that as a 
result of a fluctuating exchange many losses are 
incurred in foreign sales and purchases which would 
otherwise have been profitable ; and the knowledge 
of this risk causes merchants to abandon all trans- 
actions, except those appearing likely to yield a 
large margin of profit. In normal times with a 
stable exchange a considerable part of the total 
foreign trade is carried on with a comparatively 
small margin of profit ; consequently an unstable 
exchange destroys much trade. It will be easily 
understood, therefore, how important it is for the 
benefit of the country’s trade to secure by some 
means the advantage of a stable exchange, such as 
India did, in fact, enjoy from 1898 till 1917. 

Having these considerations in view, and because 
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a new set of conditions had arisen with silver 
prices so high, Government felt that it was desir- 
able to have the position of the Indian exchange 
and currency system reviewed by a body of expert 
opinion. In Ma y, 1919 . therefore, a Com mittee was 
appo inted of which Si r Hen r y B abington-Smth 
was Chairm an, consist ing of several gentlemen 
having great experience of business and finance, to 
report as to any permanent changes which should 
be made in the Indian currency system. The Re- 
port of the “ Committee on Indian Exchange and 
Currency, 1919 ’ ’ as it was called, will be described 
later in this chapter. It is necessary first to notice 
a new factor in the currency and exchange situation 
which developed in the summer of 1919. 

Deukeoiation or English steeling money 
This new factor was the depreciation of English 
sterling money with reference to gold. By “sterling- 
money ” is to be understood the English paper 
currency* consisting of treasury notes and bank 
Holes; eim-dy those of the Bank of England, and all 
hank deposits ami commercial doueuments, convert- 
ible on demand into legal lender money. The 
Treasury and Bank of England notes, being unli- 
mited legal tender and being obtainable in any 
desired quantities, form the actual currency of the 
country ; and the Bank deposits represent these 
notes. Before the war Bank of England notes were 
always convertible into gold at par, and all banks 
were under legal obligation to pay cheques with 
if demanded. At that time, therefore, 
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English sterling money and gold meant the same 
thing. The great rise of prices in England and the 
need of munitions from America tended strongly to 
drive English gold abroad, and much actually left 
the country during the war. At the same time that 
the paper currency circulation and bank deposits 
were greatly increasing, the stock of metallic money 
in the country was becoming proportionately much 
smaller. Therefore it became necessary for Govern- 
ment to control dealings in gold. The melting of 
sovereigns was most strictly forbidden and penalised, 
and export of gold from, the country was made 
practically impossible by refusal to insure gold 
except when shipped for purposes of national 
necessity for securing imports. The banks in 
England at the same time co-operated with the 
Government to prevent sovereigns rising to a pre- 
mium above paper money. 

The essential part of this policy of control was 
the fixation of the rate of exchange between London 
and New York.* The par of exchange is $4.87 to 
£1 ; and before tbe war the outward gold point 
from England was $4.82. During the war the cost 
of shipping gold greatly increased owing to the rise 
of freight rates and the high charges for insurance. 
Consequently the outward gold point fell to abont 
$4.76|.f The British Government arranged with 

• The rate of exchange between London and New York is spoken of 
in India as the “ American Cross-rate ” or as the “New York Cross- 
rate.’’ A “ cross-rate ” is the rate of exchange between any two places 
outside one’s own country. 

t Iri other words the cost of the dollar rose from 4*. 1 Id. to 4#, 2|tf . 
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the American Government to fix, or “ peg ” the 
exchange approximately at this figure.* Doing this 
involved big loan transactions between the two 
Governments and the co-operation of the big banks. 

It is obvious that such manipulation and control 
of the exchange could not be continued indefinitely 
after the end of the war, for to have done so would 
have involved one or both the Governments in heavy 
financial commitments. Government support of 
the exchange was withdrawn, therefore, in March, 
3919 ; and since that date the London-New York 
exchange has moved freely in accordance with the 
conditions of the supply and demand for remit- 
tance in both directions. The dominating factor 
has been the heavy balance of trade against Eng- 
land, which means that if enormous quantities of 
gold had been available in England, these would 
have been shipped to America ; and this would 
have kept the exchange from falling below $4.76. 
If England had sent all the gold in her central 
reserve — the Bank of England, probably it would 
not have sufficed to keep the exchange up to the 
gold export point ; and as gold was not available 
for export, people wishing to remit to the United 
States competed against one another to buy dol- 
lars, until the price of the dollar rose considerably. 
In other words, the rate of exchange (the number 
of dollars obtainable for £1) fell heavily. In 
(August, , 393 . 9 , ; it (stood at $4.20 and by December 
23rd had fallen to $3.33. 

’‘The actual figure was $4.76^. 
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Soon after the London-New York exchange was 
‘ ‘ unpegged, ’ ’ the British Government allowed a 
free market in gold to be re-established in London 
for dealing with such supplies as might be import- 
ed into England. The price of gold in London rose 
therefore to the same extent as the London-New 
York exchange fell ; for, obviously, until the price 
of gold had so risen it would be profitable to buy 
gold in open market in London and ship it to New; 
York, and this was done in limited quantities. It 
is easy to determine what the price of gold would 
be, in London at any time by the following equation, 
in which the figure 77 s. lOi cl. is the “ mint ” price 
of gold in England — in other words, the number of 
sovereigns which are coined from one ounce troy 
(480 grains) of standard gold : — 

Price of gold in London — • X (77 s. 10§u.) = 99>. 0|rf. 

In reality the price of gold will be a shilling or 
two above or below the figure calculated above, 
according to whether the state of demand for gold 
in London is such as to lead to its being either 
imported from America, thus adding the cost of 
transport to the price, or exported to America, the 
cost of transport being thus subtracted from the 
price. Anticipation of the probable rise or fall of 
the New York cross-rate also has an effect on the 
price of gold in London : as in the su mm er of 
1920 when it stood considerably above the parity 
determined by the exchange equation as above, 
owing to the anticipation, which proved correct, 
that exchange would fall in the early autumn; 
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It may be added that a similar equation governs 
the prices of all commodities in England which can 
be imported from America, or exported thereto, at 
a comparatively small cost in freight charges. Of 
special interest in this connection is the price of 
silver in London. Most of the silver sold in London 
comes from America (including Canada, Mexico 
and South America, whose rates of exchange do 
not differ greatly from the New York rate). The 
price of bar silver as usually quoted in London is 
the price in sterling money, not in gold. Conse- 
quently the price of silver in London is governed 
by the above equation of exchange ; and as the 
New York cross-rate falls so does- the price of silver 
in London rise. 

Repost op Exchange and Cubbenoy Committee* 

The terms of reference to the Committee directed 
them to make recommendations with a view “ to 
ensuring a stable gold exchange standard.” The 
Committee were thus precluded from considering 

^Everyone wishing to study the evidence submitted to the 
Committee along with their Eeport should obtain the following 
four volumes: (I) The “ Report of the Committee 77 ; (II) 
u Minutes of Evidence/ 7 which consists of the verbatim short- 
hand notes of questions and answers of witnesses ; (III) “ Ap- 
pendices 77 which prints the written memoranda submitted by 
the various witnesses, including the Government of India, and 
tables of statistics ; and (IY) the “ Index 77 to Volumes II and 
III, which is a great convenience for the purpose of tracing the 
statements in evidence and memoranda on any particular sub- 
ject. These volumes are published by His Majesty's Stationery 
Office in London, and the reference numbers are : Cmd. 527 
528, 529 and 530 respectively. 
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the question of returning to a single silver standard, 
or introducing a bi-metallic standard ; but they 
commenced their report by stating that no useful 
end would have been served if their reference had 
permitted the consideration of these alternatives. 
There follows nest in the report a brief descrip- 
tion of the position of the Indian currency and ex- 
change at the outbreak of the War, which serves as 
an introduction to a history of the principal changes 
and events relating to currency and exchange during 
the period of the war and subsequently. This is 
concluded by a summary of the position as it exist- 
ed at the time the Committee ended its sittings ; and 
the report then proceeds to the Committee’s conclu- 
sions and recommendations. In the opinion of the 
Committee “ the* system built up since 1893 worked 
well, and was beneficial to India. It supplied suit- 
able media for the internal circulation, provided 
means for the settlement of the balance of trade, 
and secured stability between the rupee and sterl- 
ing, which until recently was in practice synony- 
mous with gold. It has proved effectual in pre- 
venting the fall in value of the rupee below Is. 4 d., 
and unless there should be profound modifications 
in India’s position as an exporting country with a 
favourable trade balance, there was no reason to 
apprehend any breakdown in this respect.” 

“ But the system was not proof against a great 
rise in the value of silver. In framing it, this con- 
tingency had not been taken into account. So little 
was it anticipated, that the system was not criticised 
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on this ground, so far as wo are aware, by any of the 
witnesses who have appeared before the successive 
Committees and Commissions on Indian currency. 
But the unexpected has happened.” 

The Committee then proceeded to give their 
reasons for attaching great importance to stability 
of exchange ; but they were of opinion that the 
price of silver was unlikely to fall again to the low 
level at which it stood before the War, at any rate 
for many years, owing to the present high cost of 
mining, and the undertaking by the United States 
in terms of the Pittman Act to purchase silver mined 
or refined in the United States at one dollar per 
ounce. Even when the dollar-sterling exchange 
should return to par, silver at one dollar per ounce 
in the United States would involve the rupee being 
fixed at not less than Is. 6d. A price of silver cor- 
responding to one dollar per ounce might be regard- 
ed as the probable minimum ; but it was more difficult 
to fix a maximum. It was, however, probable that 
the price could not rise for long above a level -which 
would be Sufficient to induce the public to melt up 
silver coins of their countries or the Governments 
to convert their large reserves of silver coins into 
gold. Thus in the case of the silver coins of the 
United States the bullion value becomes equal to 
the nominal value at the equivalent of the price of 
59 Id. per ounce in London, and the bullion value of 
English silver coins equals their nominal value at 
6 M. Consequently it is not likely that the price of 
silver could remain for a long period much above 
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66d. per ounce. It may be noted, however, that this 
protection, so far as the currencies of England and 
France are concerned, has disappeared, since the 
fineness of the English silver coins was reduced in 
1920 from 92.5 per cent to 50 per cent, and similar 
action has been taken in France. The United 
States has, however, a large reserve of dollars, and 
these are still coined at their old standard of 
fineness. Consequently for some years the price of 
silver seemed likely to be limited in its fluctuations 
between the minimum of 48d. per ounce imposed by 
the American purchase law*, and 60d. (gold) per 
ounce imposed by the melting point of the dollar. 
The Committee pointed out that if the rupee ex- 
change were to be stabilised at 2s. in terms of gold, 
the melting point of the rupee would be approxi- 
mately 63d. per ounce ; and thus there would be 
reason for believing that the rupee could be estab- 
lished as a token coin at this rate. The currency 
system would, in fact, be proof against any pro- 
bable rise of the price of silver. 

It might be argued, however, that although it was 
desirable on general grounds to fix a rate of ex- 
change as high as 2s. in order to put the Indian cur- 
rency system on a footing with the systems of 
Europe and America as regards protection against 
a possible rise of the price of silver ; yet such a 
h igh lev el o f exchan ge might be prejudicial to the 

# spite of the apparently sound reasons above stated the price of 
silver has already fallen much below the minimum prescribed 'by the 
undertaking to purchase American mined or refined silver when the price 
falls below one dollar per ounce. The present price { December, 1921), is 
about Sod. per ounce. See also Table of Prices of Silver in Appendix L 
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economic welfare of India. Consequently the Com- 
mittee proceeded to consider this question. They 
had before them the statistics showing the rise of 
prices which took place during the five years from 
1914 to 1919 — figures which will be found in a later 
chapter of this book* They pointed out the very 
serious effects which the general rise of prices was 
having in India, and the great hardships caused to 
the millions of the poorer classes. The wages of 
manual labourers, which are practically at subsist- 
ence level, had been already to some extent re-ad- 
justed ; but the re-adjustment of tho remuneration 
of the clerical and other fixed salaried employees 
would necessarily be a slow and painful process. 
The relation between the price level in the country 
and the rate of exchange is such, that prices out- 
side the country multiplied by the rate of exchange 
will be equal to the prices within the country. Ob- 
viously, therefore, the high rate of exchange which 
had already been achieved in 1919 was tending to 
cheek a further rise of prices ; and if the exchange 
rate were to be lowered again, a further consider- 
able rise of prices in India must be expected. It 
was also pointed out that whilst a rising exchange 
stimulates the import trade aud temporarily dam- 
ages the export trade, the maintenance of exchange 
at a high level could not tend permanently to dam- 
age Indian trade or industrial development in 
In&. : v : ;iSq long as exchange was kept stable at r the 
high level, prices and the cost of production in 
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India would adjust themselves to the new level and 
trade would be as extensive ^d prosperous ^ 
before. The reasons for this will be found in 
last chapter of this booh. It was tetter pomM 
out that the cost of remitting he Home Cha^c. , 
amounting to £25-millions, would be 37* oipres 
exchange at Is. 4 cl but only 25 crores if exchange 
were ted at 2s. On the other hand, there would 
be a loss involved in re-valuing the gold held m 
the Paper Currency Reserve and the sterling mvert- 
ments held in London. “ If the whole of the reve- 
nue saved in respect of the Home Charges eou e 
employed for the purpose of meeting this loss it 
would be recouped in about three years There- 
after a considerable surplus revenue would re- 
main.”* This, however, was admittedly an argu- 
ment of no great weight in comparison with the 
broad question of the general level of prices and 
the prosperity of Indian industry and trade, which 
Irited and did receive, the fullest consideration. 

The Committee proceeded to consider whether 
the rupee should be fixed in relation to gold or to 
sterling, and decided in favour of the former. The 
Me Mr. Lucas, financial Secretary of the In<ha 
Office, strongly advocated this course m 
deuce before the Committee. He was of opm on 
that the linking of the rupee with the depreciated 
sterling currency would be uujust to India, because, 
sterling depreciated further, prices in India mus 

only ^ aHvew^d 

- *lieport, paragraph 53, page 23. , 
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be again to alter the exchange rate, thus entailing 
all the evils of instability. In his opinion stability 
of exchange was immediately attainable with all 
countries whose currency was still on a gold basis, 
namely, America, Holland, Japan and some of the 
British Colonies, at Is lOd. gold. The extent to 
which his anticipations have been realized in the 
following eighteen months will appear later. 

The Committee adopted these suggestions, which 
.were supported by other witnesses, but on the 2s. 
basis. They recommended that a suitable relation 
should be established with gold and not with sterl- 
ing, and- that the gold equivalent of the rupee 
should be sufficiently high to give assurance that the 
rupee in its present weight and fineness would 
remain a token coin. With the exception of one 
member, the Committee were unanimous in recom- 
mending that the rate for the establishment of this 
“ suitable relation ” between the rupee and gold 
should be Rs. 10 to one sovereign, or in other words, 
at the rate of Re. 1 equivalent to 11.30016 grains 
of fine gold both for foreign exchange and internal 
circulation. 

The other recommendations of the Committee, 
except as regards Paper Currency, are subsidiary 
to this decision fixing the rupee in relation to gold 
at 2s. The steps which they recommended for 
bringing the new rating of. the rupee into force 
have since mostly been executed, and the action 
taken will be described in the next chapter. Fur- 
thermore, they recommended freeing the import 
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and export of silver and gold from all restrictions at 
the earliest date practicable. They also recommend- 
ed retaining' in a permanent form the increased 
facilities for the investment of their savings by 
small investors through the Post Office which had 
been established during the War. 

The recommendations of the Committee as re- 
gards the Paper Currency Reserve have already 
been explained in a previous chapter.® It will be 
remembered that the two principal changes pro- 
posed were both intended to give greater elasticity 
to the paper currency circulation ; and with this 
object they recommended that an indefinite amount 
of notes might be issued against securities, so long 
as the metallic reserve was maintained at a mini-, 
mum equal to 40 per cent of the gross circulation ; 
and further that an experiment should be made in 
issuing notes against the security of bills of ex- 
change up to a limit of 5 crores. 

As regards the Cold Standard Reserve, their re- 
commendation was that the invested portion should 
normally be held in sterling securities in London 
where funds are required to meet Reverse Councils ; 
but a portion of the Reserve should he held in gold, 
of which a part, not exceeding ono-half, should be 
held in India, precautions being taken to make it 
available to the public only for the purpose of ex- 
port from India. 

A separate report was made by Mr. D. M. Dalai, 
which contains several observations of interest. 
His principal proposals were that the hitherto 
prevailing rate of Rs. 15 =one sovereign should 
•Chapter XIX on Reserves and Balances, pages 175-17$. , if 
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remain unchanged, and that as long as the price of 
silver in New York should he over 92 cents (which 
corresponds with the bullion value of the rupee 
when exchange is at Is. M.) Government should 
not mint silver rupees of the existing standard of 
fineness, but should issue only two-rupee silver coins 
of reduced fineness and eight-anna silver pieces of 
reduced fineness. The last proposal has been con- 
demned almost unanimously by public opinion, 
owing to the impracticability of having the two- 
rupee coin of reduced fineness in circulation along 
with rupees. The two-rupee coin would tend to fall 
to a discount — at times considerable — the extent of 
which would depend upon the availability of supplies 
of bar silver in the bazaar and its price. A still 
greater objection to Mr. Dalai’s proposals involving 
the return to the old exchange rate of Is. id. was 
that it would probably mean a further advance of 
prices in India.* 

In the next chapter we shall see what was the 
immediate action taken in connection with the pub- 
lication of the report, and what was its effect upon 
exchaifge ; and we shall see what further steps 
were taken during 1920 to put into force the recom- 
mendations of the Committee. The peculiar effects 
of the serious unfavourable balance of trade which 
developed during 1920 will be dealt with ; and it 
will be. seen that this unexpected economic situation 
unavoidably postponed tile full realization of the 
Committee’s proposals. 

* Tiic low exchange of 1921 <U,d in fact maintain prices at 
a high level in India, whilst they were falling in the rest of the 
tamrldL . ■ ■ ■ ■ ■ ' 



CHAPTER XV 

CURRENCY AND EXCHANGE IN 1920 

The Report of the Exchange and Currency 
Committee was dated the 22nd day of December, 
1919. The Committee had been sitting through the 
summer and autumn of that year ; and whilst they 
were sitting- the export trade from India continued 
brisk and there was a strong demand for Councils, 
which only weakened .somewhat towards the end 
of the year, partly perhaps as the result of the 
successive increases of the rate of exchange 
prompted by the rise of the price of silver. 

In January, 1920, a definite change in the balance 
of trade became evident : the demand for Cou ncils 
fell to a low level and exchan ge weakened — that is 
to say fell below. Js. There was a demand f or 

Reverse Council s and these consequently were 
offered. Reverse f.rans£o.r_g.,.-'ypyo sold 

in January at 2a. 3IM.N o the amount of £5,394,000. 

On February 2nd, 1920, the Report of the Com- 
mittee on Indian Exchange and Currency was pub- 
lished in India and simultaneously there was issued 
a series of important notifications, which were the 
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first steps towards realising the recommendations 
of the Committee. The first notification was (1) 

| that the acquisition rate for gold imported under 
| license into. Tnfjij.- which had hitherto been subject 
n to variation as notified from time to time, would in 
future be fixed, and the rate of . acquisition would 
be -Ks. If), for one sovereign or one rupee lo r 
11.30016 grains of fine g old. Four other important 
notifications were : (2) That Council drafts and 

( telegraphic transfers would be offered for sale 
weekly by competitive tender with no fixed minimum 
rate ; and that in future Reverse drafts and tele- 

off ered. In India, when 

occasion so required, aia 

.vpp'vidont. of., tho. piica~ndL.il ■3fiQl£- ff pa.ina qf Jfrna 

the _gosLfif 

remitting gold ; (3) that tfrc; undertaking tcusspe 
15 J'or.„Qyv,n:y„ sovereign and %Ji£ tox^xm 
half-sovereign tendered at a Reserve Treasury or 
Mint ^as. c ancelled ; (4) that the prohibition of th e M 
impqr ,Ln.f. .silver (but not export) was withdrawn . 
£nd_ilunfim^ i..aanaa„pix^inunujyas 

abolished ; (5) that the not ificat ions prohibitin g 
the melting of gold. an d silver co in. a nd dealin g 
therein at_a nreminm were eaneellciL 
The effect of the second of the above notifications, 
that relating to the sale of Councils and Reverse 
telegraphic transfers, may not be clear at first 
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as 

Bearing 


it is expressed in technical language, 
nearing in mind the depreciation of sterling money 
relatively to gold in England, it will he seen ^ 
it was intended that exchange should he legulatec 
on the basis that Bs. 10 would buy one so\exei*., 
and vice versa. It was assumed that the price o 
gold in London would be regulated by the American 
cross-rate*, which is approximately tine I 
London the price of Councils would raised y 
competitive bidding to the figure at which it became 
profitable to ship gold to India instead of buying 
Councils. The price of a sovereign m London is 
given approximately by the following formula 
4.867 


In February, 


r x 20s. 

American cross-rate 

1920, the cross-rate 


fell to $3.35 


making the price of one sovereign m England 
about 29s. The cost in London of one rupee m 
India would therefore be ||s. plus the cost of 
transport of gold from London to India, say, id. 
per rupee. In other words with the American 
cross-rate at $3.35, Councils would sell at a trifle 
over 2s. lid. The rate for Reverse Councils was to 
be found by the same calculation, but deducting the 
cost of carriage, which would give 2s. 10fd. The 
highest figure at which reverse telegraphic trans- 
fers were actually sold in February was 2s. lOffd. 
The rate of Reverse Councils was theoretically 


*See page 217, footnote. 
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intended to represent the effect of taking one 
sovereign, which under the new system theoretically 
represented Es. 10 in India, from Bombay to 
London and selling it there for sterling money in 
the open market. From the price of the sovereign 
realised in London would only be deducted the cost 
of transporting it thither ; and dividing this price 
by 10 we have the theoretical outward gold point 
which was the rate fixed for the sale of Keverse 
Councils. 

On the date of publication of the Beport the 
American cross-rate was cabled at §3.65. Cal- 
culation immediately showed that the rate of 
exchange must rise considerably under the new 
system if the American cross-rate remained at its 
present figure. Consequently there was a wild rush 
of Indian exporters to sell their bills to the 
Exchange Banks before the rise should actually 
take place. This competition to obtain payment for 
exports at the lowest, and thus the most favourable, 
exchange rate, served very quickly to force up the 
rate of exchange, so that in three days it had risen 
to 2.5. Sid. It so happened that a few days later a 
most unexpected fall of the New York eross-rate 
took place ; consequently the rate for the sale of 
Reverse Councils had to he correspondingly raised. 
An unprecedented crisis in exchange developed. 
Bewildered exporters discounted their bills at 
.higher and higher prices and the market rate of 
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ctbrency aot exchange is mm 


exchange reached 2s. ^l^Juv. The 

??%s£££ r v£& -= i i ,m . 

rush ot expoiu ^.mUhiieos i<> Fmgluml 

end and a bow rush ot 1 “ ^ valli age of the 
arose for lie purpose <***%£* oLncmal 

r ,S " : ™l private persons having free capital m 
?To orhiteinling to remit at any time i» the near 
Stwe took opportunity of aending their money 

A boom in company flotation had l«u m f— 

. T _ Ai „ for some months and many of these com 

pan"; of an ***** 

* 1<mt f roin England, and they remitted the cost m 
^ 1 Poskles it was anticipated by mmj 

that^exchange eould not remain very long at this 
hio-h level, so that undoubtedly a great deal of 
speculative remittance took place, 
money to London which they hoped to get hack 
a-ain later at a profit to themselves when exchange 
should have fallen. In two or three weeks there- 
fore a marked divergence became observable 
between the market rate of exchange and the rate 
at which Beverse Councils were being sold. The 
market rate continued to fall ; hut the rate o 
Beverse Councils, governed by the American cross- 

rate, remained high for a time. • 

The above-mentioned sagging of the market rate 
of exchange to a figure much below the rate for 
Beverse Councils, could not, however, have taken 
place merely as a result of the temporary stimulus 
to remittance from India to London just mentioned. 

& iff 
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There was a fundamental cause tending to a weak 
exchange, namely, an adverse balance of trade 
which month by month was growing greater. It 
is instructive to study the monthly figures of the 
total value of imports and exports of merchandise 
given in the following table : — 


Foreign Trade; 1919-1921. 


— 


Export. 

Import- 

Excess 

of 

Exports. 

Excess 

of 

Imports. 

October 1919 

!«• 

Ks. lakhs. 
29,28 

Es. lakbs. 
16,53 

Es. lakbs. 
12,75 
13,01 

Es. lakhs. 

• M 

November 

«•< 

30,56 

17,55 

* f • 

December 

• * » 

26,92 

17,52 

9,40 

1*4 

January 1920 


31,03 

-5,08 

5,95 


February 

»«* 

27,29 

19,56 

7,73 


March 


SI ,57 

23,86 

7,71 

'ft#* 

April 

,,, 

28,41 

27,82 

21,63 

0,76 

3,89 

... 

May 

... 

23,73 


June 

»<M ' 

23,19 

26,02 

if* 

2,83 

July 

»*» 

20,34 

28,26 

ft ft 4 

7,92 

August 

•»» 

20,60 

30,90 

ft ft* | 

10,30 

September 


21,81 

28,99 

*•* 

7,18 

October 

... 

20,96 

31,81 

ft * » 

10,85 

November 

»** 

18,86 

31,63 

* ft* 

12,77 

December 

•• • 

20,10 

31,63 


11,53 

January 1921 

*•» 

18,61 

31,26 


12,65 

February 

... 

17,63 

25,4 i 

• 4» 

7,81 

March 


18,18 

24,26 


6,qs 

April 

... 

18,04 

25,87 

ftftft 

7,83 

May 

; V*. ■ 

1943 

20,74 


1,31 

June 


16,50 

19,46 

♦ ♦ft 

2,96- 

July 

... 

17,29 

17,72. 

; 

2,43 

August 

M* 

19,60 

20,80 


3,20 

September 


20,00 

19,71 

29 


October 

... 

18,20 

23,48 

■ • ' . 

5,28 

November 

»«# 

19,92 

26,40 

■ ♦.* 

6,48 

December 

***:. 

21,74 

23,17 

•»« 

1,43 
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Average Foreign Trade for Three years— October 
1910 to September 1913. 


— 

Exports. 

Imports. 

Excess 

<>£ 

Exports. 

Excess 

of 

Imports. 


Bs. lakhs. 

Rs. lakhs. 

Rs. lakhs 

Rs. lakhs. 

October 

1,819 

1,393 

426 

• » « 

November 

1,829 

] ,366 

463 

« t • 

December ... 

1,640 

1,124 

516 

* « » 

January «* 

2,072 

1,436 

636 

... 

February 

2,202 

1133 

1,069 


March ... 

2,242 

1,260 

982 

hi- ' . ■ ■ : 

* » » 

April 

2,109 

1,815 

794 

... 

May i ... 

2,079 

1,243 

836 

.** 

June ... 

1,849 

1,066 

783 

... 

July 

1,9SS 

1,192 

798 

... 1 

August 

3,682 

1,337 

345 


September 

1,816 

1,879 

467 

... . 


The figures are compared with the average monthly 
value of exports and imports in the three complete 
years preceding the War. The purpose of this 
comparison is to show the extent of the normal 
excess of the value of exports over imports, which 
is characteristic of India’s foreign .trade. As is 
well-known, this excess of exports is counter- 
balanced in the balance of indebtedness by the com- 
mercial remittances of interest and profits, by the 
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Home Charges of Government, by payments for 
shipping freights and insurance, and by remit- 
tances of English residents; in India and to Indians 
residing in -London. It will be understood there- 
fore that when in the first half of 1920 the value 
of the imports increased, whilst the exports 
remained stationary, so that the imports became 
actually greater in value than the exports, there, 
was, in the total balance of indebtedness, a consider- 
able balance due outward. * The inevitable result 
of this was a heavy fall in exchange. Excepting 
when under special control, as in war time, exchange 
banks are bound to fix the rate of exchange in 
accordance with the conditions of supply and 
demand. When there is a heavy balance of 
indebtedness outward they must induce some 
remitters to cease making remittances by lowering 
the rate of exchange ; and they must also tempt 
some exporters to make sales at lower prices and 
get more business, and thus discount more bills, 
by the same action, namely lowering the rate of 
exchange. If they did not thus automatically 
reduce the demand for remittance from India, they 
would have great sums of money piling up in their 

*In comparing the figures of the above tables it should be 
remembered that we are now on a much higher price level 
than before the war and that the remittances of all kinds which 
normally balance the excess of exports have expanded corres- 
pondingly since 1913. Consequently from January 1920 on- 
wards the excess of exports was already below the present 
M normal.” 
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Indian offices and be running’ short of cash for 
paying out their remittances in London. 

On the other hand, when the economic conditions 
change and the trade balance becomes favourable 
to India, the exchange banks experience difficulty 
iu the opposite way. The demand for discounting 
bills in India uses up their resources here too fast ; 
and the payment of those bills in London adds 
unduly to their cash balances there. When these 
latter conditions prevail, therefore, they have to 
purchase Council bills or gold for shipment. 

But throughout the summer of 1920 the balance 
of indebtedness was strongly against India. The 
effect upon exchange was most marked in the 
months of Jnne and Oetober-November. On the 1st 
of June exchange stood at 2s. 1 Id. By the 11th 
it had fallen to 2s. 0 d ; on the 15tli it touched 
Is. lOd. — then remained stationary for ten days : 
and then rapidly dropped to Is. 8 Id. It remained 
at about this figure until the early part of July 
when a gradual recovery to Is. 10 d. took place ; 
and it fluctuated about this figure for the remainder 
of the summer. 

This serious wealmess of exchange seemed to-be 
almost unaffected by the selling of Reverse Councils. 
The sales during the early months of the year were 
as follows : — * 

January . ... , £5,391,000 

February . . , , £11,000,000 

M arch . . . . £9,988,000 

A P ril 1 ... v £7,000,000 - 
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From the 29th April the amount of Reverse Councils 
offered weekly was reduced to £l-million : and 
this amount continued to be offered weekly through- 
out the summer. Considerable speculation arose 
owing to the wide margin which prevailed between 
the official rate at which Reverse Councils were 
sold and the market rate of exchange. As allot- 
ments were made pro rata according to the amount 
of each application enormous total sums were 
applied for each week, as, for example, £122,000,000 
on 15th June. The only limit was that no applica- 
tion might be made for more than the total amount 
offered, and many banks and firms regularly 
applied for the whole £1,000,000 each week. A 
few applicants were unable to take up their allot- 
ments. As it became necessary to check purely 
•speculative applications, persons were required to 
deposit with their applications a sum equal to half 
of the sum applied for. 

The adverse balance of trade was so heavy that 
the offer of £l-million weekly of Reverse Councils 
was quite insufficient to lift the market rate of 
exchange up to the rate at which Reverse Councils 
were being sold. When exchange fell to la. 8 d. in 
June, it became obvious that there was no longer 
any ground for continuing the sale of Reverse 
Councils at a price based upon the recommendation 
of the Indian Exchange and Currency Committee. 
This extraordinarily severe adverse balance of 
tfadqhfey be said to be entirely unprecedented in 
the history of India. Perhaps the nearest approach 
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to it was during the famine years of the nineties. 

It shows the enormous difficulty of forecasting the 
course of economic events that this Committee of 
experts, which drew up its Report only six months 
previously, failed to anticipate any such severe 
reversal of the trade balance in the near future. 
They did, it is true, say that their recommendations 
might need reconsideration in the event of any 
heavy fall of world prices f but this heavy adverse 
balance came before any general fall of world 
prices. It was due mainly to the enormous growth 
of imports for making up the depleted stocks of all 
kinds which had run short during the war and for 
plant, machinery, material, etc., required for all 
kinds of industrial expansion, and to the fact that 
the demand for and prices of raw materials for 
export had fallen off early in the year owing to the 
American and European markets being glutted by 
the previous year’s heavy purchases from India. 

Events having proved that it was impossible 
to maintain the market rate of exchange anywhere 
near the theoretical outward gold point calculated 
on the basis of the American cross-rate as indicated , 
above (page "961), the rate for Reverse Councils 
was based from 14tlx of June onwards on the per- 
manent gold value of the rupee and fixed at 
Is. llifd., this being the rate at which it was intended 
that Reverse Councils should ordinarily be sold when 
the new system is in full working order and sterling 
money again on a gold basis. 

* Report, paragraph 51, page 23. 
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The weekly sales of Reverse Councils were sus- 
pended entirely at the end of September, and 
exchange immediately fell from the level of between 
Is. 10d. and Is. 10|d. at which it had been fluctuating 
to Is. 7 Id. and even to Is. 5 d. in December, This 
caused serious financial difficulties for many 
importers whose bills for large consignments, 
ordered when exchange stood at over 2s. had now 
to be paid at Is. 5d. The further fall to Is. 4 d. 
early in 1921 accentuated these difficulties. 

Gold Sales. RSc 

In the early summer of 1920, a heated agitation 
was raised in Bombay against the sale of Reverse 
Councils and the fortnightly sales of gold which 
were held by Government. It will be instructive 
to examine the reasons for Government undertaking 
the import of gold on its own account and selling 
it by public tender in India, and what was the 
economic effect of this, and its influence on the 
exchange rate. Owing to the restrictions placed on 
the export of gold by the belligerent countries the 
amount of gold imported into India during the 
war period was greatly reduced, so that the 
price of the sovereign rose from Rs. 15 to Rs. 19 
and even to Rs. 21 for a short time. The profit 
on the importation of gold, if :it had been possible 
for private traders, would have been enormous. 
However, so far back as June, 1917, an ordinance 
had been issued requiring all gold imported into f 
India to be sold to Government at a price which was 
based on the exchange value of the rupee in sterling, : 
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and took no account of the appreciation of gold 
in India. The acquisition rate was fixed from 
time to time at a point which made it just profit- 
able to import gold into India after paying the 
cost of transportation. In 1919 the United States 
permitted the free export of gold ; and soon after 
a free market was permitted by the British Govern- 
ment in South African and Australian gold. The 
Government of India took advantage of this to make 
considerable purchases of gold in America, London 
and Australia, and by the end of November, 1919, 
about 2,485,000 fine ounces had been purchased. In 
the meantime Government had commenced, early 
in September, 1919, its series of fortnightly sales 
of gold in India. The following table shows the 
quantities offered for sale on each date for which 
tenders were accepted, and the average prices 
realised. The bazaar price of gold in Bombay is 
given for comparison : — 

Sales of Gold. 


Date of Sale. 

j Quantities for 

1 which tenders 
r were accepted 
(in tolas). 

Average price 
of accepted 
tenders. 

Price of bar 
gold in Bom- 
bay basaar. 

1919. 

/ v ;■ xy. '. ■ A 

Eg. AS. 

Eg. A8. 

3rd September 

... : 329,130 

26 12 

-20. 10 

17th September 

... 396,640 

24 10 

26 r 

6th October 

... 326,000 ! 

25 10 

27 0 

20th October 

... : 334,000 

27 0 

28 0 

3rd November 

... : 325,000 

27 15 

2S 5 

17 th jSfGvember 

... 518,500 

27 11 

28 2 

8th December 

... 1 1,000,650 ! 

26 4 

27 10 
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Bate of Sale. 

Quantities for 
which tenders 
were accepted 
(in tolas). 

Average price 
of accepted 
tenders. 

Price of bar 
gold in Bom- 
bay bazaar. 

1920. 



Rs. AS. 

Rs. As. 

5th January 


763,300 

26 8 

27 3 

19th January 


800,000 

26 15 

27 5 

5th February 


756,450 

25 10 

25 6 

19th February 


960,590 

21 9 

23 4 

3rd March 


1,296,125 

18 12 

21 7 

17th March 

. . . 

1,253,3 25 

21 8 

22 13 

7th April 

» • * 

1 1,264,400 

22 9 

24 0 

21st April 

*»■* 

1,223,675 

23 8 ! 

24 4 

5th May ... 


1,265,850 

21 3 I 

| 21 8 

19th Mav ... 


1.251,050 

21 2 

| 1 12 

9th June ... 

t * =;• ■• 

1,295,350 

21 10 1 

| 22 2 

23rd June... 


1,260,250 

21 0 

si s 

7th July .<• 

■ 'Mr. : 

1,348,500 

21 2 

! 21 6 

21st July ... 

• * * 

1,295,500 

22 1 

1 22 5 

4th August 

:■ * • * 

1,315.950 

22 6 

: 22 7 

19th August 

. M* 

1,266,500 

23 10 I 

23 7 

1st September 

■ j 

1,274,200 

22 11 

; 23 1 

14th September 

... | 

1,252,500 

23 '1*3 ! 

23 8 ' 


It will be seen that the amount offered was 


greatly increased, until after the 3rd of A larch, 
1920, it usually exceeded 1,250,000 tolas. The 
increase of available supplies was partly due to 
the action taken in September, 1919, of fixing the 
acquisition rate for gold brought into India so as 
to include the premium on gold over sterling as 
measured by the New York cross-rate. This 
re-established an effective inward gold point, and 
facilitated the import of gold to India as a means 
for the payment for the excess of exports alterna- 
tive to the purchase of Council drafts. 

It is instructive to observe the variation of the 
price realised for gold at successive sales as set 
ont in the above table. The highest price was 
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realised not at the first sale, as might have been 
expected, but early in November. During the 
early months of 1920 there was a rapid fall of price. 
It is believed, however, that the very low figure, 
Es. 18-12-4 per tola on the third of March was due 
to the breakdown of a ring of bullion merchants 
in Bombay who had hitherto by concerted action 
tendered at high rates, their object being 
apparently to save themselves from the heavy loss 
which would have resulted from a serious fall of 
the price of gold in the open market. Consider- 
able profits were made by those who purchased gold 
in Bombay and arranged to send it up-country for 
retail sale amongst the mill-hands and richer 
cultivators, who eagerly seized the opportunity of 
buying gold now that it had become cheap. 

It might have been thought that the continuance 
of these sales of gold, putting such a large quantity 
of gold into the market, would have led to a con- 
tinuous decline of the price of gold in India. Un- 
doubtedly it would have done so had the economic 
situation been normal. Remembering, however, 
that India was experiencing a heavy adverse 
balance of trade, we need not be surprised that the 
price of gold became intimately linked with the 
rate of sterling exchange. The rate of exchange 
fell in fact to the outward gold point which was 
determined by the price of gold in India, and 
similarly the minimum price of gold was largely 
determined by the rate of exchange. The two acted 
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and re-aeted upon one another ; because if 
exchange fell below a certain point corresponding 
with a certain prevailing price of gold it became 
cheaper to remit money from India to London and 
elsewhere by purchasing gold in Bombay and 
shipping it than by purchasing exchange in the 
usual market. According to the trade statistics 
nearly 213,000 ounces of gold were exported from 
India during the four months from July to October, 
1920 ; and thereafter exports greatly increased. 

Those who delight in calculations may easily 
satisfy themselves that it was profitable to export 
gold in June, 1920, rather than to purchase exchange. 
On the 29th of June the price of gold in Bombay 
as quoted in the newspapers was Bs. 22 per tola, 
whilst the price of gold in London was 104s. The 
Bombay quotation is for fine gold, and the tola 
weighs 180 grains. The British quotation is for 
the troy ounce of 480 grains eleven-twelfths fine, 
so that it contains 440 grains of fine gold. Wo may 
reckon the cost of shipping each ounce of gold and 
selling it in London at 10 annas. Hence the cost 
of an ounce troy of gold disposed of in London 
was : — 

Its. 32 X #{'- + 0-02 = 54-4. 

The number of shillings which could be purchased 
by each rupee was, therefore, 104 54*4 = 1-913, 

which is very nearly Is. lid, At the same time 
the banks’ selling rate for demand drafts, which 
are sent by post and are payable at sight in London 
,was Is, 8 jV- > and it is obvious that it was much 
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cheaper to ship gold. This explains both the rise 
of the price of gold in India and the rise of exchange 
which took place a few days later. 

During the summer of 1920 we had, therefore, 
the peculiar phenomenon of gold being both 
imported and exported at the same time. The effect 
of the import of gold by Government and its sale 
in India was obviously the same as if Government 
were selling more Reverse Councils ; and tended 
slightly to raise the exchange rate. Government 
was, of course, using funds already accumulated in 
London to purchase the gold. If it had had to sell 
Councils in London so as to provide funds for pur- 
chasing the gold, this would have tended to depress 
exchange and to neutralize the tendency of selling 
gold in Bombay to raise exchange. 

It might be inferred a priori from the above 
mentioned facts that there would be a close con- 
nection between the price of gold in sterling money 
and the price of gold in rupees : in other words 
that the appreciation of gold relatiyely to sterling 
money and to rupees would be the same. It is 
interesting to find that calculation shows that this 
was very nearly the case. It is usual to speak of 
the depreciation of sterling relatively to gold ; but 
as we cannot very well speak of the depreciation 
of rupees, since gold has not been worth Rs. 10 to 
the sovereign in modern times, it is better to 
calculate the “ appreciation in each case. On 
May the 31st, for example, the price of gold in 
London was 106s, del per ounce, and the price of 
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English bar gold in Bombay was Rs. 22-12 per tola, 
The mint price of gold in England is 77.875s . ; and 
the mint price of gold in India on the new basis of 
Rs. 10 equal to a sovereign is Rs. 15-14-10 or 
Rs. 15.927. From these we calculate that the ap- 
preciation of gold relatively to sterling on that date 
was 36.4 per cent, and of gold in India relatively 
to rupees was 42.8 per cent. At the middle of 
July the respective percentages were 36.8 per cent 
in England and 40.5 per cent in India ; and on 
August 26th, the respective percentages were 
47.6 per cent in England and 44.5 per cent in India. 
The further appreciation of gold which had taken 
place by this time in England is accounted for by 
the rapid fall which had taken place in the London- 
New York exchange, and the further fall which was 
anticipated, the price being somewhat above the 
parity of that exchange. 

It may seem surprising at first s%ht, after con- 
sidering the high level of the rupee in sterling 
exchange which prevailed during the cold weather 
of 1919-20, to learn that by the summer of 1920 
the rupee had become worth less in gold than it 
used to bo in the old days before the War when 
the exchange remained fixed at Is. 4 d. Yet a 
simple calculation shows that this was the case. 
At the end of February, 1920, the market rate of 
exchange stood 2s. 7\d. and the price of gold in 
London at 122s. 4 d. ; consequently the rupee was 
worth in English gold Is. 7 fd. Taking any date in 
the summer at random, we find that on August 
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26th the price of gold in London was 115s. and the 
rate of exchange Is. 10 Id. which gives the gold value 
of the rupee in London as only Is. 2§<L Later 
on in the year it became still less, and in 1921 fell 
below 3s. 

Another point of interest is that with the rise 
of the price of silver in the summer of 1920 the 
Indian currency was again for practical purposes 
on the double standard. The price of bar silver 
in London on August 26th was 63}cL per ounce. 
Calculation shows that at this price, allowing 3 per 
cent as the cost of shipment and insurance from 
Bombay to London, it would be profitable to export 
rupees when exchange was below Is. lOfd. In fact, 
however, exchange stood on that date at Is. 10 \d. 
Consequently it was undoubtedly profitable to 
export rupees as silver bullion ; and a certain 
amount was exported. 

CURRENCY LEGISLATION 

Whilst the economic conditions were dictating the 
fluctuations of exchange and the exports of specie 
above described, Government was taking the 
necessary legislative measures to bring into effect 
the new and permanent system of currency recom- 
mended by the Committee of 1919. On the 21st of , 
June, 1920, the issue of an ordinance was notified | 
which demonetised the sovereign and half-sovereign, f 
From that date they ceased to be legal tender 
throughout the Indian Empire ; but the Government 
notified that for a period of 21 days sovereigns and 
half-sovereigns tendered at the office of any circle 
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of issue would be redeemed in currency notes at the 
rate of Bs. 15 for one sovereign. The total number 
of sovereigns redeemed during this short period 
amounted to about £23-mi]lions. It was further 
notified that sovereigns held in the Paper Currency 
Beserve would continue for the present to be valued 
at Es. 15. 

At the same time, as mentioned above, Govern- 
ment also announced the abandonment of the sale of 
Beverse Councils at the rate governed by the 
London-New York exchange and fixed the rate at 
Is. 11 1| d. for immediate telegraphic transfers as 
“ being the rate which will ultimately hold when 
sterling once more returns to parity with gold.” 

A further important step taken on the 21st June 
was the removal of restrictions on the import of 
gold bullion and foreign gold coin ; but naturally 
the restrictions on the import of British gold coin 
had to be continued until the end of the period of 
redemption. The amount of sovereigns presented 
for encashment was large because the holders 
naturally anticipated a rapid fall of value when 
the period of redemption expired. Furthermore, 
it is believed that there was considerable illicit 
importation of sovereigns which were smuggled 
chiefly into Madras, Burma and Aden. 

The period of redemption terminated on the 12th 
of August, and the price of sovereigns fell to about 
Es. 14-12-0. However, as the price of gold rose a 
few weeks later in sympathy with the rise of the 
price of gold in England, due to the fall of the 
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Am erican cross-rate and on account of the fall of 
sterling exchange, sovereigns, although passing 
merely as bullion, became again worth distinctly 
more than Rs. 15. 

The next legal step taken towards establishing 
the new currency system was in the September 
session of the Imperial Legislative Council when 
the Hon’ble Mr. W. M. Hailey, Finance Member, 
brought in a Bill to alter the Indian Coinage Act 
of 1906 so as to make sovereigns and half-sovereigns 
legal tender in India for Rs. 10 and Its. 5 res- 
pectively, and this was passed at a later meeting- 
in the same month. 

The changes which took place in the .Taper 
Currency and its Reserve during 1920 are worthy 
of attention. The general economic position and 
the change of status of the currency all had their 
influence upon it, whilst the composition of the 
Reserve was affected by the legislative measures. 
During the later months of 1919 the Paper Currency 
circulation continued expanding. At the end of 
August of 1919 the gross circulation was about 170 
erores ; by the middle of December it had risen to 
181 erores ; at the close of the year it was very 
nearly 183 erores and by the middle of January had 
risen to over 188 erores. From that date there 
began a gradual contraction of the circulation, which 
by the end of February had fallen to 183 erores. By 
the end of March it had fallen to 174 erores ; ahd Wb 
notice for the first time in the return of this date a 
decrease in the amount of securities held in England. 

2 s 
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These were valued at 82-|- crores in the later months 
of 1919, and this figure remained until the later part 
of March. It will be remembered that the sales of 
Reverse Councils were commenced in January, 1920. 
They were met at first from the Treasury balances 
held by the Secretary of State ; but after these 
funds were considerably reduced, the sales of 


further Reverse Councils were met by realising the 
securities of the Paper Currency Reserve held in 
London. The currency notes tendered by the public 
in India for the purchase of Reverse Councils were 
made use of to reduce the circulation— that is, they 
were withdrawn from circulation and cancelled. 
Thus, the circulation and the Reserve in London were 
reduced by corresponding amounts at each sale of 
Reverse Councils from the middle, of March onwards. 
This process of contracting the circulation in India 
was not viewed with favour by the commerical com- 
munity ; because deflation of the currency is always 
a very uncomfortable process. The actual reduc- 
tion of the paper rupees in circulation means that 
money becomes tight — in the. money markets of 
Bombay and Calcutta it becomes difficult to get 
money on loan, and higher rates of interest have 
to be paid. Merchants cannot hold up their stocks 
of commodities for future sales ; and as stocks are 
thus brought into the market prices decline. This 
reduces the value of goods, such as cotton, jute, 
and piece-goods, which are pledged to bankers as 
security for loans, and the owners must find the 
necessary margin or have the goods sold. If the 
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circulation is reduced too fast , and prices are 
brought down too quickly, it is quite likely that 
many merchants may he placed in serious financial 
difficulties and some may go bankrupt. If they had 
heavy commitments to banks, this might even 
involve the banks in difficulty and create a com- 
mercial crisis. Hence, it is evident that great 
caution has to be exercised in contracting the cir- 
culation, however desirable an object that may be. 

Throughout the summer the reduction of the cir- 
culation continued. At the end of May it was 167 
erores ; at the end of June 161 crores and at the 
end of September 158 crores. At the same time the 
holdings of British securities in the Reserve had 
been reduced to 17 crores. Here we must note, 
however, that there was not a reduction of the cir- 
culation to correspond with the whole of this 
re'luction of the holding of the British securities. 
Reverse Councils sold throughout the summer were 
paid in London from the sterling securities of the 
Reserve ; but not all the rupees paid for them in 
India were used to reduce the circulation, because 
this would have meant too great a contraction. 
By Act No. XXI of 1920 Government had taken 
power to hold the Reserve up to a total of 120 
crores in securities, either in England or in India. 
This permitted the using of some of the receipts 
from the sales of Reverse Councils to increase the 
fiduciary portion of the Reserve held in India. At 
the beginning of 1920 the securities held in India 
were 17 crores ; by the end of September they had 
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increased to 47 crores. At the same time, the 
metallic portion of the Reserve, both gold and 
silver, was also increasing, having risen from 83 
crores on January 1st to 94 crores on September 
30th. 

The important Paper Currency Act of 1920® 
made many amendments of the Paper Currency 
Act of 1910. The earlier sections make some 
administrative changes in the Currency Depart- 
ment ; but the principal provisions are with regard 
to the Reserve. These have been already dealt 
with in a previous chapterf ; and it is only necessary 
here to remind the reader that the transitory 
provisions reducing the securities portion of the 
Paper Currency Reserve to 85 crores and the 
revaluation of the gold and sterling securities at 
Rs. 10 to the sovereign came into effect on 1st 
October, 1920. The permanent constitution of the 
Reserve cannot he given effect to at present. 

A few words must be said as to the course of 
exchange during the last three months of the year. 
The sale of Reverse Councils was discontinued at 
the end of September, and Government announced 
that it was not their intention to resume such sales 
for the present. All support was withdrawn, there- 
fore, from exchange, which was left to the tender 
mercies of supply and demand. Government with- 
drew altogether from the market : if they could not 

•Act No. XLY. 

1 .Chap ter XII, Reserves and Balances, see pages 179-186. 
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sustain exchange by selling Reverse Councils they 
could at least avoid depressing it by selling Councils 
in London to provide funds for the Secretary of 
State’s requirements, for he had still the whole 
of the Gold Standard Reserve of over £37,000,000 
to draw upon if need be. 

The effect of the cessation of sales of Reverse 
Councils was an immediate drop of exchange from 
about Is. 10J. to nearly Is. 8d. Thereafter there 
was a continuous downward tendency with only 
slight intervals of recovery. In November the 
average figure was about Is. Id . ; and early in 
December exchange slumped badly to Is. 4 id., and 
varied between this figure and Is. 5 d. to the end of 
year. In January, 1921, exchange fell to about 
Is. 4 d. and a few weeks later to Is. 3 Id. ; and it 
remained fluctuating between Is. 3 d. and Is. Ad. 
throughout the summer of 1921. In October there 
was a recovery to over Is. 5 d. which lasted some 
weeks ; but, with the collapse of , the German mark, 
exchange sank again below Is. Ad. 

Imports were particularly heavy in October to 
January, 1920-21, whilst the export trade showed 
no life, so that the balance of trade turned more 
strongly against India. It has to be noted, how- 
ever, that exchange v» T as in a very sensitive condition 
during the winter months of 1920-21, so that 
a comparatively small increase of payments due 
outwards or inwards produced respectively quite 
an appreciable fall or rise of the exchange rate. 
.During all this period exchange was fluctuating 
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at, or a little above, the minimum determined by 
the combined effect of the price of gold, and. alter- 
natively of silver, in India and in England. 

It is interesting in considering the theory of 
exchange to observe that during this period the 
exchange rate was subject to upward and downward 
limits, each determined by the relative price of gold 
in India and England (with silver as an alterna- 
tive). The upper limit was determined by the cost 
of buying gold in England and importing and selling 
it in India, and exchange would have risen gradually 
to the level so determined (about 2s. 6d.*) if the 
balance of trade had turned in favour of India. 
The lower limit was determined by the financial 
results of buying gold in India and exporting it ; 
and this lower limit has been actually more or less 
in operation since the later months of 1920 because 
the balance of trade was against India. Theoreti- 
cally the rate of exchange might have swung between 
wide limits of, say, Is. 3d. and 2s. 6d. or even more. 
These limits were from time to time determined by 
the depreciation of sterling in England relatively 
to gold, and thus indirectly by the dollar-sterling 
exchange. As the latter comes back to normal so 
will the limits between which the rupee exchange can 
swing approach one* another*. 

•This is the theoretical upper limit corresponding with the 
sovereign assumed to he worth Rs. 10 in India ‘which is its 
minimum price. In practice it would take a very considerable 
influx of gold into India extending over many months to bring 
the market price down to Rs. 10, and raise exchange to "is, G d. 
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Lessons op 1920. 

Tlie principal lesson to be learnt from — the. 
exchange 'phenomena of 19 20 is t he very_gxg.a t 
influence which the ^alanee oi tra de _ has jup on_ the 
stability of the Indian system o±.xnxrency..-aiLd 
exch ange. This lesson is one of the greatest 
importance when it is considered that India. Is. 
peculiarly liable to sudden and violent oscillations 
of the balance of trade on account of the vagaries 
of the monsoon, and the some what . s peculative 
dealings of her import, merchants, which are 
perhaps, to some extent, a result of the former 
cause. If there were in India a large quantity of 
gold in circulation, or if tlrndLold Standard-Reserv e 
lu>Pf in T ,ondoii_3Eam.jasdceJ ts . pmSPBt.s ize, anyiiall 

of e xchan ge -would be an unlikely 

contingency. These conditions may be reached in 
the course of a few years or may be realised only 
after many years ; hut the process of getting the 
Indian currency fairly . aeilk d-XiLU.ita. jew basiaJ bg 
full of difficulties . The economic situation will be 
best understood by expressing it as a depreciation 
of the rupee currency due to over-issue, in the sense 
that now that the troubles of war finance are over, 
there are more rupees in circulation than the 


country needs. This has raised prices in exactly 


the same way as the over-issue of paper money 
raises prices ; and the high price-level st i ll prevail - 
ing in India is a_.c onjaidmablmfa.ctoE.ii L.flie adverse 
balance of tradgA nd-S^ak.e xchange in 1921 andj ,92&. 

This point of view also makes blear the present 



The rupee i s now legally 11 .6 grains ot ; 

but is represented for circulation purposes both by 
silver rupees and paper money. That amount of 
gold is now worth a good deal more than one rupee ; 
but when the price of gold has been reduced from 
Es. 28 per tola to Es. 15-14-10 per tola, the sovereign 
will come into circulation at the legal rate of Es. 10. 

nf golf] is to ^pntrachlhc. .runee ^cjrciil all o n . reilii.liii.fi3 v 

total volume of purchases au«l-^ah^-,..ljirQ^ghwat 


Government woiild effect the, desired resultitlt wer e 
nractic ahk. The alternative is an absolute cessation 
of the coinage of whole rupees until exchange is 
above 2s. and a gradual contraction of the paper 
currency circulation. 

The situation is somewhat similar to that pre- 
vailing in the years which followed the closing of 
the mints in 1893. It was recognized then that the 
weakness of exchange was due to a redundancy of 
the circulation ; and the Government of India 
actually proposed to withdraw rupees, and to melt 
them up and sell them as silver .'bullion. The loss 
on such a transaction could be met either by 
additional taxation or by a loan. Such a drastlB 
measure is probably unnecessary at the present 
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juncture. Tie stoppage of coinag a^jt£ifiX^lB23 
caused the situat ionJiL-rigifcJ tgftlf in, Jam-yeana. 
The remedy in t he pres.en.t„CA&0« ia. t o coi n no more 
r upees and Tn contract the pauer^c urmnaY-AS- nrncfr 
as.is conveni ently po& siMe. It was doubtless with 
this aim in view that Government ceased purchasing 
silver bullion in 1920 ; and the mints were kept 
occupied only with stocks of ‘ ‘ Pittman ’ ’ silver 
which had been purchased from the United States 
Government. The coining of this was completed in 
July, 1920, and since that month the coinage has 
been confined to silver 8-anna pieces and nickel sub- 
sidiary coins, and to recoining light rupees with- 
drawn from circulation. 

The rapidity with .which— the price level may 
recede _m- Xadia and exchange rise to the import 
gold point depending- upon the American cross- 
rat e will dep end. largely. u p on the seasons in India . 
If the level of world prices were to remain unchang- 
ed, good harvests of one year might possibly re- 
establish a favourable trade balance. Statistics 
prove, however, that a general fall of world 
prices has already begun ; and if the level of prices 
falls more slowly in India, and this is likely unless 
the rupee circulation is drastically contracted, the 
trade balance is likely to remain unfavourable and 
exchange weak. It is impossible to foretell the 
course of events ; but it may be said safely that if 
Government steadily and consistently follows the 
new policy which it adopted on the recommendation 
of the Committee on Exchange and Currency, it 

2 x. 
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cannot fail to realise its end in the course of a 
number of Years. The new system of currency is 
sound to itself ; tat the conditions earl? ' in P-0 
were sueli as to make its immediate italizalion 
impossible The Currency Committee did not 
anticipate an early fulfilment of their plans : they 
regarded it as their duty to lay down a line of policy 
which sooner or later, if steadfastly adhered to, 
would give India a stable and permanent system 
of currency. < 


CHAPTER XVI 
THE RISE OF PRICES 

Preceding chapters have been devoted to a descrip- 
tion of the Indian currency system and the changes 
which it has undergone at various times, especially 
since the beginning of the Great War. It is 
the object of the present chapter to describe 
the changes that have taken place in the general 
level of prices ; and the next chapter will be. 
devoted to explaining t he cause of the gre at 

rise of prices in recent yearsm We shall find that 

it was mainly due to the effects of the war upoiLi he 
money of other com iljies...j l v±ich .-Jn-_iheir tur n 
gradually affected Indi a. It is important to 
realise, however, that prices had been rising almost 
continuously for many years before the war ; and 
also that the experience of India as regards prices 
has been similar to that of all other civilised 
countries. In all parts of the world there has been 
a great rise of prices in recent years. This can be 
proved by making comparative tables of the prices 
of a large number of commodities in former years. 

Let us first see how far the prices of certain 
goods have risen during the war. In order to make 
a comparison, we shall start with the year 1913, 
as the war began in 1914. The quotations of prices 
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are collected from all parts of India by tbe Depart- 
ment of Statistics in the Government of India, and 
the following figures are all taken from the pub- 
lications of that Department* For the sake of 
Illustration, let us take the figures for rice, wheat, 
jo war, salt and cotton cloth. Their prices are 
ascertained every fortnight ; and the Department 
of Statistics calculates the average of all the fort- 
nightly figures of each commodity for each year. 
These yearly averages are as shown in the table 
on the next page. 

* The figures are taken almost entirely from the publication 
entitled Index Numbers of Indian Prices from 1861 to 191S, 
and the supplements issued for 1919 and 1920. 
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Below the price of each commodity is given in 
italics a percentage figure showing the proportion 
of rise or fall. It will be seen that the prices in 
1913 are represented by 100 in each ease and the 
percentage figure in any later year shows the 
exact proportion of the rise or fall of prices 
in that year as compared with 1913. These 
percentage figures are very useful, because they 
enable us to make an average of the percentage 
figures for any one year, showing the average rise 
or fall of prices of all the commodities taken together. 
For example, if we take the percentage figures 
for 1917 for the above five commodities and add them 
up, we find that the total comes to 885. If we divide 
this by 5, because there are five commodities, we get 
175 as the average percentage increase. This figure 
is called an index number, and it represents the 
average rise of prices of those five commodities, the 
average for 1913 being taken as 100. 

By taking only five commodities we cannot get 
an index number which is reliable as an indication 
of the general change of prices, because individual 
commodities may be greatly affected by special 
causes ; and amongst so small a number one such 
exception may have a great effect. Averages of per- 
centages calculated in this manner are made, there- 
fore, from the series of yearly prices of a much 
larger number of commodities, usually 40 to 50 or 
more. Such index numbers have been compiled 
both for wholesale prices and retail prices. 

Prices are generally studied from two points of 
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view — that is to say, with two quite different 
objects. On the one hand index numbers are cal- 
culated which are intended to show the average 
i-ise of the prices of all commodities, the assumption 
being that the 40 or 50 commodities whose prices 
are actually averaged are sufficient in number to 
represent fairly the changes which are taking place 
in the prices of all commodities. Of course, the 
prices of individual commodities are changed by 
special causes affecting that commodity alone ; but 
in taking an average of the prices of 30 commodi- 
ties the results of such special causes are averaged 
out. The prices of some commodities rise more or 
less than the average — one or two may fall while 
the rest are rising. However, if the number of 
commodities be large enough the changes due to 
causes specially affecting particular commodities 
are almost completely eliminated in the general 
average. This elimination is more complete with 
a total of 40 commodities than with 30, and still 
better with 50 or GO. When such a large num- 
ber of commodities is used we may be pretty 
sure that the index number tells us fairly accurately 
what we are seeking, namely — the change in the 
purchasing power of money. Thus, if the index 
number of prices has increased from 100 to 125, the 
purchasing power of money has fallen from 100 
to 80 ; and if the index number has fallen from 
100 to 75, the purchasing power of money has 
increased from 100 to 133. 

On the other hand, index numbers are also used 
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for another very important purpose — for measuring 
changes in the cost of living. In this ease it is not 
sufficient only to learn what has been the change 
of the purchasing power of money, for we do not 
buy all commodities in equal quantities. The cost 
of living of ordinary people is affected much more 
by a change of the prices of the staple food- 
grains and of cotton cloth, than of other commo- 
dities. A system is adopted, therefore, by which 
prices are “ weighted ” according to their import- 
ance in people’s expenditure before an index 
number is calculated. In order to be quite precise 
in our result it would be necessary to calculate a 
separate index number for each class of persons — 
rich and poor, vegetarian or non-vegetarian, and 
a separate index number for each part of the 
country according to whether the principal food- 
grain is rice, or wheat, or bajra and joivar (or ragi)* 
The calculation of a number of different index 
numbers in this manner for different regions and 
different classes of people has not been attempted 
yet. From a study of “ family budgets ’’—that 
is family expenditure— of the poorer classes in 
various parts of the country a rough weighting has 
been chosen which is taken to be roughly represent- 
ative of those classes in all parts. The error 
involved should be borne in mind, however ; for 
obviously if rice is cheap whilst wheat is dear, the 


* Various millets — hajra and jowar used in North India and 
ragi in the South, 
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people of Bengal will be better off than the index 
number shows, and the people ot the Punjab worse 
off. • 

The Department of Statistics in India hopes to 
undertake the calculation of an index number to 
represent the cost of living of the industrial classes 
based upon the prices of 40 commodities collected 
in about 40 towns. In a few years very valuable 
information as to the changes in the cost of living 
will be obtained and collated in a general index 
number and local index numbers. In the mean- 
time there is no reliable guide as to the extent of 
the recent changes of the cost of living.* 

The rise of prices which took place in India 
during the war and subsequently is illustrated by 
the following series of index numbers prepared by 
the Department of Statistics for (1) the wholesale 
prices of 39 commodities ; (2) retail prices of 7 
food-grains : — % ~ "B'i iM B 


1 

Year. 

Wliol ees of' ' 
■■ '3i:;eop|itddities. 

11 o L £i 11 prices of 7 
food grains. 

1913 

100 

100 

1914 

103 

■■■■■■:•• 111 

1915 


109 

1916 


100 

1917 

i 187 

101 

1918 


135 

1919 

193 

200 

1920 

19 6 

178 


* Since the above was written the Labor Department of the 
Bombay Government has started publishing monthly index num- 
bers of the cost of living in Bombay which are of great interest 
and importance. (See Labour Gazette, Bombay Labour Office), 

MBBBWB B'A : 2 st 
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1 The above figures show clearly that there has 
been a very considerable rise in the general level 
of prices ; and that the prices of food-grains, 'which 
rose sharply in 1914, fell back again in 1916 and 
1917 to the level of prices in 1913, whilst the 
prices of commodities in general continued rising. 
This was due to the exceptionally good harvests of 
the years 1916 and 1917. In 1918 and 1919 the bad 
weather conditions are reflected in very high 
prices, which brought the food-grain prices very 
nearly up to the general level of prices in India. 

It is necessary to warn the reader against 
assuming that the above quoted index number is an 
actual measure of the extent of the general rise of 
prices ; that is to say, of the depreciation of the 
purchasing power of money. Without going into 
technical discussions it may be said that this index 
number is defective in several ways: (1) The 
number of commodities of which prices are incor- 
porated is too small ; and amongst the 39 which are 
used is too large a proportion of foodstuffs 
(25 per cent). (2) Practicully all the prices, except 
those of food-grains, are chosen from quotations 
in the markets of the great seaport towns of com- 
modities imported or exported ; and as these 
naturally tend to he equal to prices in the world’s 
markets, differing only on account of freight rates 
and exchange fluctuations, the index number tends 
to follow the general level of world prices rather 
more closely than the real level of prices through- 
out India does. Probably this index number rose 
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faster during the war than the true level of prices, 
and fell in advance of inland prices after 1920. 

For the purpose of roughly illustrating the rise 
of the cost of living, and -with a view to finding out 
the approximate increase of the cost of living to 
persons of the wage-earning classes, I have had 
some calculations made from the prices of the above 
mentioned 39 commodities, which are the only easily 
accessible, authentic and up-to-date price records 
which have been published. The following index 
number of the cost of living applies to persons liv- 
ing in towns and earning not more than about Rs. 40 
per mensem. The weighting has been carried out 
on the assumption that out of the total expenditure 
a little more than half (55 per cent.) is spent on 
various foods, one-tenth on cotton-cloth, and the 
remainder on house rent and various articles, such 
as salt, brass utensils, etc. 


Rise of the cost of living , 1913 to 1919. 


Year. 

Mainly rice 
eaters. 

Mainly 
wheat; eaters. 

Mainly 
millet eaters, 

1913 

100 

100 

100 

1934 

103 

106 

102 

1915 

115 

121 

! 106 

19.16 

128 

130 

123 

1917 

138 

141 

127 

1918 . . ... j 

144 

104 

146 

1919 I 

173 

192 

172 
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Changes of the general level of prices took plae§ 
long before the Great War and have in fact been 
taking place for centuries past. It is not possible 
to go far into this interesting subject here ; but it 
is desirable for the public to be acquainted with the 
outstanding facts of price changes during the past 
fifty years. Index numbers of prices in India ex- 
tending back to 1861 have been prepared and pub- 
lished ; and index numbers of prices in England, 
America and other countries are available for a 
much longer period. It is only possible here to 
print the index numbers of prices in India, England 
and America hack to 1861, and at intervals of five 
years prior to 1913. The figure for 1873 is also 
given as prices in Europe reached their maximum 
in that year bef ore the long decline which lasted 
twenty years. In the United States, owing to the 
Civil War, the maximum of prices occurred earlier ; 
whilst in India the maximum was in 1866 (115). 
From about 1885 in India and from 1896 onward 
in England and America, the level of prices rose 
considerably with occasional' 'fluctuations until 1914, 
when piices started rising very much faster owing 
to the war. It will be observed by inspecting the 
’diagram on the opposite page that during the war 
prices rose more rapidly in England than in India 
or in Am'eriea, 
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■4 Diagram or Index Numbers op Prices 


The index numbers for India are those published by the Department 
of Statistics, Calcutta. For England those of Sauerbeck, ermtumed W 
The Statist. The American index numbers are compiled from 'Falknerht 
series {not reduced to gold) and that of the U. & Bureau of Labour 
* ' Statistic*. ' y 
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Tear. 

General index 
number of 39 
articles (De- 
partment of 
Statistics) for 
India (1873 
-100). 

General index 
number of 

45 commodi- 
ties (Saur- 
becfc’s) for 
England (1867* 
77-109). 

General index 
number of the 
• wholesale 
prices in the 
united States 
of America 

wr 

1861 

• • 1* 

90 

98 

Ill 

1865 

t<M 

107 

101 

m 

1870 


102 

00 

157 

1873 

B « « 

100 

111 

155 

1876 


91 

96 

141 

1880 

8M 

104 

88 

118 

18? 5 

„ 

87 

n 

103 

1890 


100 

n | 

113 

1895 

«« 4 

104 

02 

94 

1900 


116 

75 

110 

1905 


110 

72 

116 

1910 


122 

78 

132 

1913 


143 

85 

132 

1915 

t|i 

152 

108 

m 

1916 

... 

181 

136 

163 

h ■ ■.■■■■•■ • " 

1917 


196 

175 

232 

1918 


225 

392 

: 258 

1919 


276 

206 

i 280 

1920 

... 

‘ 281 

251 

821 


The extent of the rise and fall of prices in differ' 


ent periods in the different countries can be ascer- 
tained easily by recalculating the index numbers 
by simple proportion with any selected year taken 
as 100. Thus, if we take the twenty years from 
1865 to 1885 we have : — 



India. 

| 

j England. 

i : 

'United States 
td America. 

1865 

; -i • *#» a 

100 

! ioo 

100 

1885 

; : . * * » . 

81 

llilii j 

i ■■ 

48 ' , 
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Taking the period of rising prices before the war 
from 1895 we have : — 



India. 

England. 

United States 
of America* 

1895 

• »• I 

100 

J00 

100 

1913 


138 

137 

111 

During the 

war period the rise of prices was : — 


India. J 

■ ■■ ' i 

England. 

United States 
of America, 

1913 

#M | 

ICO ! 

100 

KG 

19.19 


193 

242 

214 



CHAPTER XVII 

CAUSES OF THE RECENT RISE OF PRICES 


We have seen in the last chapter how great was 
the general rise of prices in India during the 
six years which followed the outbreak of the 
Great War. At first the prices of imported 
articles rose more than the prices of exported arti- 
cles, because prices in the countries at war rose 
much faster than in India. Yet the prices of all 
articles began to rise to much higher levels in India 
after three or four years of war. The explana- 
tion of this will be given in the present chapter. 
It is necessary to bear in mind, however, that, 
as was explained in the last chapter, the general 
level of prices had been rising in India for 
nearly twenty years before the war. We saw fur- 
ther that the big changes which have taken place 
in the general level of prices in India have always 
followed pretty closely the change in the general 
level of prices in the other principal countries of 
the world. 

During- the nineteenth century, the building of 
great steamships in England enormously increased 
the trade which was carried on by sea between the 
different countries of the world ; and in this dove- 


CAUSES OP THE RECENT RISE OF PRICES 27§ 

lopment India shared. For many kinds of goods, 
such as wheat, cotton, jute, hides, tea, lac, etc., the 
market had become worldwide. Consequently, the 
prices of these commodities in every country came 
to depend upon the supply of and demand for them 
in all countries of the world combined. India con- 
tributed part of the demand and a considerable part 
of the supply in the case of some commodities ; yet 
the prices prevailing in India were those establish- 
ed in the world market as a whole, and frequently 
depended upon the success or failure of crops in 
America or Russia, and on other causes wholly un- 
connected with India. The dependence of the prices 
in India of commodities which are largely exported 
from, or imported into, India, on prices in the 
world’s markets, is easy to understand. This, how- 
ever, does not wholly account for the change 
in the general level of prices, which has been going 
on in all the principal countries of the world, and 
also in India at the same time. 

The explanation of the great vise of prices which 
has taken place throughout the world since 1897, 
and much more rapidly since 1914 must be looked 
for amongst those causes which would be capable 
of affecting the prices of all articles at the same 
time in the same way. There are obviously many 
separate causes which affect the price of any parti- 
cular commodity, such as a shortage of supply, in- 
creased cost of production, or a sudden increase of 
demafid. A general rise of the prices of nearly all 
commodities in a country at the same time can, how- 
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ever, only lie due to some kind of change in regard to 
money. Price is simply a statement of the quan- 
tity of money given in exchange for a unit of the 
goods ; and it is only causes which have relation to 
money, or are in some way dependent upon money, 
which can affect all prices. We may proceed to en- 
quire then what changes in the money or currency 
in use in a country have an effect upon prices. 

The general level of prices in any country depends 
principally upon two causes : (1) the quantity of 

money, and substitutes for money, in use in the coun- 
try; (2) the rapidity of circulation of that money. 
We shall see how these causes act. Lot us suppose, 
for example, that in all India the total amount of 
money of all lands in use is 200 crores of rupees. 
Let us suppose further that for some reason the total 
amount of money in the country suddenly increases 
to 400 crores of rupees. Let us again suppose that 
this increase takes place in such a way that every- 
body has twice as much money as he had before. 
He would then be able, if necessary, to pay twice 
the price which he formerlv paid for everything 
which he purchased, and yet he would he just as well 
off as before in actual goods. In order that every- 
body may receive twice as much money as he re- 
ceived before, the prices of all kinds of goods will lie 
doubled, and the rates of salaries and wages will be 
doubled. In other words, money would lie worth 
just half as much as it was before. 

The second cause, the rapidity of circulation of 
money, has its effect upon prices in a different 
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way. Let us again suppose tliat the total amount 
of money in the country is 200 crores of rupees. 
Under the existing conditions of trade, and the pre- 
vailing habits and customs in regard to the use of 
money, this amount of mom ;, dt os a. certain amount 
of work — that is to say, a certain number of sales 
and purchases are made with ii per annum, adding 
up to a grand total of so many hundreds of crores 
of rupees. Let us suppose that people change their 
habits, or that the development of the country with 
roads and railways has made communications more 
rapid. In this and other ways, the same stock of 
money (200 crores) may actually be the medium of 
making purchases to a much larger total sum. The 
money will tend to flow through the usual channels 
of trade so much the faster. If will go, for example, 
from a Government treasury to pay the salaries of 
government employees, through them to shop- 
keeper:-, from diopkr in banks. From dm 

banks it may be paid out again to railway companies 
and cotton mills to pat their employees,, and through 
shopkeepers and wholesale merchants it comes back 
again to the banks, but a part goes to the cultivators 
and through them to ike zemindars and back into 
Government treasuries ;t> hind revenue. This circu- 
lation is always going on; but if the circulation be- 
comes more rapid, that is, if the total stock of .money 
is “turned over” more often in the year, prices will 
rise in the same proportion as the money i< more 
frequently used. 

It is important to notice the difference between 
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these two causes, however. In the first case, there 
is an actual change in the quantity of money in the 
country ; but in the second case, the change is in 
the habits and customs of the people, which leads 
to the more rapid circulation of money. The for- 
mer case is probably the one which is responsible 
for every great and rapid change in the level of 
prices ; for any change in the customs and business 
methods of the people is likely to take place slowly, 
so that its effect upon the level of prices would only 
become apparent after a long series of years. 

The next question to be considered is how the 
quantity of money in circulation comes to be in- 
creased. This may happen in various ways, which 
we shall group under two headings : (1) forced 
increase of the circulation ; (2) automatic increase. 
I have put the forced increase of circulation first 
merely because it is the simpler to understand : 
the more important in the case of India is the auto- 
matic increase. 

The forced increase of circulation will be easily 
understood if we consider first a rather fanciful ex- 
ample. Let us suppose, for a moment, that it were 
possible for Government out of its balances and 
moneys raised on loan to buy at an average price of 
Es. 53 per 100 tolas enough silver to coin 100 (Tores 
of rupees. At this price Government, after paying 
the cost of coinage, would make .about' 8 annas pro- 
fit on every rupee, li would make altogether about 
50 crorcs of rupees profits ; and if Government 
wanted to,, make any big expenditure either for 
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carrying on war, or for making great new railways 
and irrigation eanals, it might conceivably adopt this 
method. All this extra expenditure would be made 
out of the stock of rupees which was thus so profit- 
ably coined. These being legal tender, people 
would be forced to accept them ; but the total number 
of rupees in circulation would be rapidly increased, 
and this would lead to a general rise of prices. A 
much simpler method than coining so many rupees 
is to issue a huge quantity of paper money and to 
force people to accept it by law. This was done in 
different countries at various times long before the 
war ; it was resorted to greatly during the war, and 
is being done most particularly by the Government of 
Russia at the present time. If Government wished 
to incur expenditure far greater than its revenue 
from taxation, it could adopt this method of meeting 
it, forcing people to accept currency notes .in 
exchange for their goods, and for their labour. 
This again would he a forced increase of the circula- 
tion and of course prices would rise. In proportion 
as prices rise so is the currency “ depreciated ”, 
that is to say, reduced in purchasing power. It will 
he realised that a forced issue of token currency or 
paper money has the effect of transferring so much 
“ spending power ” from the people at large to 
Government, it: is like a forced loan without 
interest, levied upon the whole population. 

The extent to winch this method of financing their 
heavy expenditure was resorted to by various Gov- 
ernments during the War is not sufficiently realised. 
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Every country at war issued vast quantities of 
paper money/ either through the State banks, or 
directly by Government— in most cases, the latter. 
According to some statistics collected in America,* 
the paper currency in existence in fifteen of the 
principal countries of the world at the beginning of 
the war amounted to the equivalent of 1,600 crores 
of rupees, calculating the money of each country 
according to the par of exchange. At the end of the 
War these same countries had in circulation 8,800 
crores of rupees worth of paper money, calculated 
at its nominal value. This means that the paper 
currencies of these countries were increased to 51 
times what they were before the war. It is not a 
matter for surprise therefore that prices have risen 
enormously in European countries. The above 
figure (Rs. 8,800 crores) gives the circulation at the 
end of 1918, soon after the cessation of hostilities. 
Almost every European Government was compelled 
to go on issuing more paper money during 1919, and 
many in 1920, so that the circulation at the present 
lime must be considerably greater. It may be add- 
ed that the above-mentioned figures of the paper 
currency in existence at the end of the war do not 
include the rouble notes issued by the Bolshevik 
Government. During the first eighteen mouths of 
its existence that Government is .mid to have issued 
paper money equivalent in nominal value to the 
enormous sum of 16,000 crores of rupees, or about 

"Bankers’ Muij(i:ina (few York,), VoL XCV1II flitlii), 
page 670, 
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32 times the entire circulation of metallic and paper 
money in India. 

When the quantity of money in use in any country 
increases rapidly from any cause to a greater extent 
than the increased production of commodities, the 
invariable result is a rise of prices. The currency 
is then said to he inflated. As has been pointed out 
above, such inflation of the currency may come about 
in various ways, which may be grouped under the 
headings of : (1) a forced increase of the circula- 
tion ; and (2) an automatic increase of the circula- 
tion. The former method has been briefly consider- 
ed ; and we shall now proceed to consider the 
various ways in which an automatic inflation of the 
currency and of credit may come about. 

Inflation of Credit and Currency 

In saying that the increase is automatic, we mean 
it happens without anybody intending to increase 
the total amount of money. It results indirectly 
from certain economic conditions which are bound 
to have that result, because they either cause an 
inflow of money into the country, or create sub- 
stitutes for money within the country which increase 
the effective volume of the circulating medium. 

The term “ substitutes for money ” is one which 
must be carefully explained. It may be taken to 
include all those documents and ways of represent- 
ing money which are used by merchants and han- 
kers. Whenever a person of good credit promises 
to pay money at some future date, that promise 
is capable of acting in its effect upon prices as if it 
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were money. The commonest form of such pro- 
mises is the hundi. Bankers create a kind of credit 
money which can he paid by one person to another 
by the use of cheques. Money on deposit with a 
banker which is subject to withdrawal on demand by 
cheque, may be drawn in the shape of coin or cur- 
rency notes ; or it may be transferred by cheque 
either to some other person’s account in the same 
bank, or to the credit of somebody in another bank. 
These transfers of credit greatly exceed in value the 
actual withdrawal of coin. This credit money held 
with hankers is therefore a substitute for money. 

All substitutes for money act upon prices exact- 
ly in the same way as money itself. We have seen 
in previous chapters that a currency note represents 
so much gold or silver, and may be exchanged for 
it. In the same way a hundi represents so much 
money, if the credit of the drawer, or drawee, is 
good. If a hank is believed to he sound, the amount 
of credit money which the banker keeps at the dis- 
posal of his customers also represents so much stan- 
dard money because the deposit may at any time be 
drawn out in the shape of standard money. In a 
gold standard country, all these substitutes for 
money actually represent gold ; and an increase in 
the quantity of the substitutes for money has the 
same effect upon prices as an increase of the quan- 
tity of standard money or token money in circula- 
tion would have. 

We may now consider in what ways an automatic 
increase of the circulation may come about. There 
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are two ways in which this happens : (1) by an ex- 
tension of credit in the country itself ; (2) as a result 
of a favourable balance of trade caused by a rise of 
prices in other countries. 

An extension of credit may come about within a 
country in several different ways. Let us take the 
simplest ease first. Suppose that in a certain town 
the custom is that everybody must pay cash for 
everything at the time of purchase. Suppose now 
that the custom is suddenly changed, and that all 
the merchants and shopkeepers give three months 
credit to some people and six months credit to other 
people. The public can now buy large quantities of 
things which they do not have to pay for until several 
months later. Their buying power is gfreatly 
extended, and prices would suddenly rise and 
continue rising for two or three months until people 
had exhausted the additional buying power which 
the extension of credit gave them. Notice that, so 
long as this long credit continues to be granted, the 
effect is the same as if there were more money in 
circulation, for A who has bought goods from B 
may sell them to C for cash or prompt payment 
before he has paid B. 

There is another way in which credit is extended, 
and that is through the agency of banks and the 
system of payment by cheques. In a sense the ban- 
ker makes credit money. He gives a loan to A. which 
enables A to purchase many goods which he pays 
for by means of cheques drawn upon his account in 
his hank. Now the persons from whom he buys the 

$ o 
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goods pay his cheques into their own banks, where 
the amounts of money they represent are added in 
the banks’ books to the deposits held on behalf of 
those customers. But each of these banks has many 
customers, and to many of them loans are granted ; 
and the persons who thus get loans from their 
banks pay the money so received into other hanks. 
Consequently, every bank in which the public has 
confidence receives deposits which enable it to con- 
tinue making new loans. Thus both the loans and 
the deposits go on increasing at the same time. 
The increase of deposits does not represent any 
increase in the actual money of the country ; that 
is to say, any increase either of the coins or the 
currency notes in circulation. It is purely “ bank 
money,” or credit money, which is utilised to make 
payments by means of cheques, bills of exchange 
(hundis), and other paper documents. 

It is true that every customer has the right to 
demand from the bank the payment of Ms deposit 
in actual cash, that is to sav, legal tender money, 
either coins or notes. This is one of the two con- 
siderations which prevent bankers going on manu- 
facturing credit money without limit, in which ease 
they could enormously enrich themselves at the ex- 
pense of the community, raising prices throughout 
the country. Since, however, they are liable to 
pay for the deposits in gold and silver, they must 
keep an adequate reserve of legal tender money 
actually in the vaults of the bank to meet all pro- 
bable demands upon them. The banker always 
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keeps account of the quantity of gold and silver, or 
currency notes, which he has actually in his posses- 
sion, and if this becomes reduced to less than one- 
fourth or one-fifth of the deposits repayable on 
demand, he makes great difficulties about granting 
new loans, and tries to call in the old ones, so as to 
have more cash at his disposal. 

The second consideration which prevents the 
banks making- unlimited loans, and thereby receiv- 
ing unlimited deposits, is the question of the securi- 
ty which the borrowers can give.: The banker lends 
only small amounts on personal security, and he 
requires some tangible property as security for 
most of his loans. Certain kinds of goods and pro- 
perty are accepted by bankers as security, mainly 
those kinds which can be easily sold, if necessary. 
When such kinds of property increase in quantity 
throughout the whole country, then an extension 
of credit is practicable without the bankers incur- 
ring any more risk, and they eagerly seize the 
opportunity ; and so the total amount of credit 
money in existence increases. This happens when 
harvests are exceptionally good. The bankers will 
laid upon the cotton, the wheat, and all the other 
crops, and those crops are thus turned into money 
as soon as they come off the fields ; or in .America 
even before the harvest is reaped. 

Bankers are always pleased St- lend upon (}ov- 
ernmenl securities ; and the more loans the (Jov- 
ernment issues, the more can banks manufacture 
credit money. This is what happened on such a 
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large scale in England and other countries during 
the war. The British Government issued hundreds 
of crores of rupees worth of war loan stock. Many 
people who bought this loan stock took 'it to their 
bankers and borrowed nine-tenths of the value of 
the loan stock from their banks, and with tiie 
money so obtained subscribed for more war loan 
stock, which again they took to the' bankers and 
borrowed more money on that security. It is obvious 
that in this way the quantity of bank money in ex- 
istence must have increased enormously; and in 
fact the deposits in English banks (excluding the 
Bank of England*) did increase during the war 
from the equivalent of 1,070 crores of rupees to 
2,300 crores of rupees (converting at 2s, in each 
case).f This was the principal cause of the great 
rise of prices in England. 

It was stated above that the second way in which 
the circulation may be automatically increased is 
by a favourable balance of trade. This either brings 
great quantities of money into the country, in the 
form of actual gold and silver, or leads to the issue 
of currency notes by Government against an i ncrease 
of the invested portion of the reserve which is held 
in a foreign country. No doubt there was some ex- 
tension of credit in India during the war, and some 
creation of bank money ; but it was very small com- 
pared with the extension of credit which occurred 
in those countries of Europe which were actively 

*The deposits in wliiclt beloxig mainly to Other banks. 

fThe increase was from £1,0711,1)00,000 its J9U !o about 
£2,300,000,000 on 31st December, 1919. See Bunkum' Magazine 
/London), 1020, page 408. 
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engaged in the war. The result of great rises of 
priees in England, France, and other allied coun- 
tries, was that they exported fewer goods to India, 
and imported enormous quantities of raw material 
and food from India, for which they were ready to 
pay very high prices. There being a large balance 
of payments due to India, the Secretary of State 
sold Council bills ag fast as possible in London 
and accumulated there many millions of pounds 
English money. The Government of India issued 
currency notes in India to pay these bills, and the 
money in London was invested. Those investments 
were counted as part of the reserve for the issue of 
the currency notes. A large part of the money 
obtained by the sale of Council bills was also used to 
purchase silver and bring it to India for coinage, 
so that the circulation of rupees in India enormously 
increased. The high prices abroad and the needs of 
the Indian Army led to all producers in India— the 
cultivators, the factory workers, and, unskilled 
coolies — being able to obtain much higher remuner- 
ation for their work than ever before. In this way 
the large amounts of money which came into India 
through the favourable balance of payments became 
distributed gradually throughout the population ; 
although first of all the merchants, mill-owners, and 
other employers had the opportunity of making 
great profits before the people at large awoke to the 
fact that they could obtain higher prices for their 
labour. In one way or another, the increased 
amount of money which had come into India became 
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engaged in the war. The result of great rises of 
prices in England, France, and other allied coun- 
tries, was that they exported fewer goods to India, 
and imported enormous quantities of raw material 
and food from India, for which they were ready to 
pay very high prices. There being a large balance 
of payments due to India, the Secretary of State 
sold Council bills as fast as possible in London 
and accumulated there many millions of pounds 
English money. The Government of India issued 
currency notes in India to pay these hills, and the 
money in London was invested. Those investments 
were counted as part of the reserve for the issue of 
the currency notes. A large part of the money 
obtained by the sale of Council bills was also used to 
purchase silver and bring it to India for coinage, 
so that the circulation of rupees in India enormously 
increased. The high prices abroad and the needs of 
the Indian Army led to all producers in India — the 
cultivators, the factory workers, and, unskilled 
coolies — being able to obtain much higher remuner- 
ation for their work than ever before. In this way 
the large amounts of money which came into India 
through the favourable balance of payments became 
distributed gradually throughout the population ; 
although first of all the merchants, mill-owners, and 
other employers had the opportunity of making 
great profits before the people at large awoke to the 
fact that they could obtain higher prices for their 
labour. In one way or another, the increased 
.amount of money which had come into India became 
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distributed throughout the population, and as it did 
so, so did prices in general rise. 

The foregoing is a nearly complete explanation 
of why the general level of prices in India rose so 
greatly during* the war. It will be observed that 
the ideas of most people on this subject are entirely 
wrong. They blame the merchants and the finan- 
ciers for withholding goods from the public in order 
to increase prices, and many people think that Gov- 
ernment is in some way responsible for prices ris- 
ing so much ; but these ideas arc entirely wrong. A 
few cases occurred no doubt where merchants anti- 
cipated a future shortage of goods and held up 
stocks for a few months, so that prices rose at once 
instead of at a later date. A notorious example was 
the corner in salt which greatly raised its price 
in 1918. This was due to the fact that imports of 
salt by sea had been greatly reduced and stocks 
were already small in certain places. The very 
great increase of the price of cotton cloth too was in 
the first instance due to the special causes connected 
with, the war, particularly the shortage of produc- 
tion in England, the very great increase of the cost 
of the cloth made there, and the increase of freight, 
rates to India. But these special causes only anti- 
cipated a little the rise of prices which was taking 
place for all commodities and must have taken place 
for these particular commodities a year or so later. 

The idea that Government was responsible for 
raising prices is obviously false ; for the rise of 
prices in India was due to the great rise of prices in 
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other countries, caused by the war, which led to 
such vast quantities of money being sent to India to 
purchase our goods. The Government could only 
have stopped this by cutting off our exports more 
than it actually did, which would have greatly 
handicapped England and her Allies in the pro- 
secution of the war, and might conceivably have led 
to defeat instead of victory. 

Many people have been puzzled as to why prices 
should have continued rising after the end of the 
war. They could understand that prices would 
necessarily rise whilst fighting was actually in pro- 
gress, but thought that immediately it was over, 
prices would begin to go down again. There are at 
least three reasons why this did not occur. In the 
first place a very great shortage of commodities of 
all kinds had resulted from the war. Consequently, 
throughout 1919 there was a very active demand for 
many commodities which India supplies ; secondly, 
the Governments of Europe and America had enor- 
mous armies in the field, and it took move than 
twelve mouths to carry out demobilization. All this 
involved continuous expenditure, and the various 
Governments were still issuing loans and still put- 
ting more paper money into circulation in order to 
meet these charges. The .third' reason is that, owing 
to this further inflation of the currency, prices in 
other countries of the world still continued rising ; 
and the rise of prices in India, which had always 
lagged behind, had still to overtake prices outside. 

During 1919 Government took t he only step which 
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•, could prevent a further rise of prices owing to the 
same causes, namely, raising the rate of exchange, 
which made it less profitable for foreigners to buy 
goods from India and very profitable for us to buy 
goods from abroad. Thus the great stream of 
money coming into India was checked ; and, as des- 
cribed in an earlier chapter, the balance of trade 
l .turned strongly against India in 1920 and continued 
so in 1921 and .1922. 

Prices began to fall in the great commercial coun- 
tries of the world in the summer of 1920 ; and as 
usual the movement extended to India a few months 
later. A general fall of prices in foreign countries 
increases the import trade, as it becomes more profit- 
able to buy abroad, and decreases the export trade ; 
so that the balance of indebtedness turns against 
the country, and money leaves the country. The 
adverse balance of trade in 1920 and 1921 led to the 
export of much gold and silver, and the sale of 
reverse Councils led to a contraction of the paper 
currency circulation. So soon as expenditure on 
behalf of the British Government was stopped, as it 
was late in 1920, the export of money and the con- 
traction of the circulation made a fall of prices inevit- 
able for the same reasons that an inflow of money and 
expansion of circulation cause a rise of prices. There 
seems to he no doubt that we are now entering on 
a long period of declining prices throughout the 
world ; and this must automatically cause a conti- 
nuous fall of prices in India, which will be a welcome 
relief to tbe population, 
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During 1921, however, the fall of prices in India 
was so slight as to be hardly noticeable. The con- 
tinuance of high prices in this country has been in 
marked contrast to the extensive fall of prices in 
England, America and other countries during 1920 
and 1921. 

During the first-half of 1922 prices fell only slightly 
in India, and exchange weakened still further and fell 
to is. 8 d. This was due largely to the fact that 
deflation, which commenced in 1920, was not 
proceeded with, mainly on account of the continued 
excess of Government expenditure over revenue 
which led to temporary borrowing on a larger scale 
by the issue of Treasury Bills. Deflation means 
contraction of the circulation, and is carried out by 
/withdrawing notes and cancelling them instead of 
paying them out again or into a bank. The cancel- 
lation of notes involves reducing the funds available 
to hanks and the money-market, and to do this too 
fast might cause a commercial crisis. 



CHAPTER XVIII 
SOME POPULAR FALLACIES 

There is probably no subject which has been 
studied as a science in which popular opinion so 
frequently strays from the truth as in economics. 
Nobody now ventures seriously to assert that the 
sun moves round the earth, or that forecasts of the 
weather should be made from the phases of the 
moon and planets. The popular mind is very apt 
to jump to conclusions and to reason from the 
particular case to the general. It omits to take 
account of modifying' factors— and does not dis- 
tinguish between the immediate and ultimate effects 
of a cause. Even business men, who are thoroughly 
acquainted with, the facts of commerce, money, and 
exchange, frequently form wrong opinions as to 
economic causes and effects because they have had 
no training in economic analysis and so have not 
been accustomed to search out and allow for all the 
various factors which enter into the causation of a 
particular phenomenon. 

On the other hand, many popular fallacies arise 
simply because people fail to take the right point of 
view. A good example of this is the accusation 
sometimes made against the Government that it 
carries oat its currency and exchange operations 
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more with a view to making a profit than for the 
benefit of the country. Now, it cannot be denied 
that Government does generally make a profit out of 
the coinage of rupees and subsidiary coins of silver 
and nickel, and that it sometimes makes a profit out 
of exchange operations, just as it sometimes makes 
losses. Furthermore, the issue of paper currency 
is a source of profit to Government in normal times; 
for the interest upon the securities in the Paper 
Currency Reserve, amounting to about Rs. 2 crores 
per annum, is no inconsiderable addition to the re- 
venues of the country. 

The fallacy is ohvions immediately it is consider- 
ed what the words mean. Those who blame the 
Government for making a profit seem to imply that 
Government is something apart from the people in 
the country- — that it is a gigantic trading corpora- 
tion, making profits out of its functions of Govern- 
ment and sending those profits abroad. This idea 
might have had some shadow of truth in the old days 
of the East India Company, though that Company 
usually made only a very small profit out of its 
currency and exchange operations. The Govern- 
ment of India, as it now exists, and has existed for 
VO years, lias no revenues apart from the revenues 
of (lie country as a whole. It has no private pocket 
into which to put; profits arising from currency and 
exi*li*ig.% if ihi ..•* operation'- do produce a profit, 
as they fivqneiitiy and right !;. may. ,-ueii profit 
forms part of the revenues of the Indian Empire. 
It is a source of income to Government, just as are 
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profits in the working of railways and irrigation 
canals. If there were not some profits from the 
currency and exchange, additional taxation would he 
necessary to make up for revenue thus lost. 

It will be seen therefore that the question of pro- 
fits on these financial operations of Government 
must be judged simply on the same basis as the 
question of profits from the commercial services, 
and such questions as whether or not a certain tax 
should be increased. That basis is whether certain 
particular classes of persons will be adversely 
affected thereby in comparison with others. It is 
generally recognised that in imposing a new tax, or 
in increasing an old one, this should not be done so 
as to place an undue burden on any one class or 
community. From this point of view profits deriv- 
ed from coinage and from the issue of paper cur- 
rency are peculiarly free from objections because, 
.when regarded as a substitute for a tax, the slight 
burden they cause is more evenly distributed over 
the whole population than any tax possibly could 
be. 

In the controversy which raged for several weeks 
after the publication of the Eeport of the Indian 
Currency Committee (1919) there were not wanting 
speakers at public meetings and correspondents of 
newspapers who asserted that the Committee’s policy 
was deliberately conceived in the interests of British 
financiers. These gentlemen merely revealed their 
ignorance of the Committee ’s proceedings. Any one 
who reads the Eeport, and studies particularly the 
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questions put to witnesses and their answers, which 
are printed verbatim in the volume of Minutes of 
Evidence, must be convinced that the Qommittee, 
whatever the value of its report, had solely the future 
interests and welfare of India as the object of its 
deliberations and recommendations. 

Our attention may now be turned to a fallacy 
which is very widely held and was continually as- 
serted us an almost self-evident truth in the con- 
troversy following the adoption by the Government 
of the policy of a high exchange. It, was asserted 
that the fixing of a high rate of exchange would per- 
manently affect the Indiah export trade, and that 
not only the merchants, but the multitude of ryots — 
the poor producers of cotton, jute, hides and so 
forth- — would bear the burden of the Government’s 
policy. Furthermore, it was asserted that the high 
exchange would tend to destroy Indian industries — 
at any rate, that it would delay and retard their 
growth because of the competition arsing from the 
importation of foreign goods at lower prices. 
These fallacious arguments are very plausible ; and 
they carry conviction to thousands simply because 
there is souk* truth in them when applied to a period 
during which exchange continues rising. They are 
not true, however, when exchange remains station- 
ary at a high level. 

The question whether the fixing of a high rate of 
exchange is permanently prejudicial to Indian in- 
terests or trade is. however, one which involves 
economic theory ; and without a comprehension of 
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underlying economic tendencies, the correct view- 
will not be reached. A study of the evidence sub- 
mitted to the Currency Committee, and of their 
questions, makes it quite clear that the opinion of 
the Committee was that, although the actual rise 
of the rate of exchange from a low to a higher 
figure must undoubtedly cause considerable econo- 
mic disturbance and be therefore for a time pre- 
judicial, particularly to the export trade, the effect 
would not be permanent. They anticipated that a 
new equilibrium of prices in India and in foreign 
markets would come about, and that the future 
growth of Indian trade and industries would adapt 
itself to this new price level. The net effect would 
be that Indian industries and trade would, after 
recovering from the difficulties of the transition, 
prosper just as much at a high rate of exchange as 
at a low rate. Unfortunately the Committee, whilst 
evidently holding this view, did not give a clear 
explanation of it — indeed they scarcely attempted 
to do so. It is of interest, therefore, and of some 
importance as a basis of a correct judgment of ex- 
change policy, to attempt an explanation of the 
reasons why the Committee's views undoubtedly 


are correct. 

The effect of a high exchange upon trade and 
industries can become clear only if we consider the 
relation which usually prevails between the level of 
prices in general and the exchange rate. In normal 
times, as before the war, there existed between every 
country a balance as between the level of prices in 
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that country and the world’s market in general 
For example, India had prices at a certain level, 
the exchange rate stood at Is. 4d., and the prices in 
the world’s markets were at a certain level. At 
these levels of prices, certain commodities were 
cheaper in India than outside and were exported, 
whilst other commodities were cheaper in oilier 
countries than here and were imported into India. 
It may be said that in international trade prices 
within the country are balanced against prices out- 
side the country through the rate of exchange. 
There' are three things capable of varying : (1) prices 
outside the country ; (2) the rate of exchange ; and 
(3) prices within the country. If any one of these 
three factors be changed and one remain unaltered, 
then the third one must change to balance the altera- 
tion of the first. Thus, if, during the years before 
the war, exchange had Been arbitrarily put tip, say, 
to Is. 8d., prices in the world’s markets would have 
remained much the same, and the general level of 
prices in India would necessarily have fallen. 
Again, if prices outside India had risen very rapidly, 
and the exchange rate had remained unaltered, then 
Indian prices would have had to rise also to restore 
the balance. That is, in fact, what actually did 
occur during the first three years of the war. 

Since August, 1917, however, when the price of 
silver compelled Government to raise the exchange, 
rate, the equilibrium was partly re-established by 
means of the higher exchange level. The rise of 
prices in 1914-1917 was always following the risQ 
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of prices in Europe and the world’s markets, but it 
was lagging behind, the rise occurring more slowly, 
because the expansion of the currency in India was 
slow to affect the vast area of inland trade. As 
Indian prices lagged behind, it meant that the rais- 
ing of the exchange rate in recent years had the 
effect, not so much of reducing prices in India, as 
of stopping the further rise which would have gone 
on in response to the continually rising world prices. 

The ground is now clear for us to examine the 
results of the rise of exchange ; and those may be 
compared with what would have happened if ex- 
; change had not been raised. We may consider 
i; first of all the transient or temporary effects and 
afterwards the permanent results. The ftr.-l effect 
|. of a rise in the exchange rate is to stimulate imports, 
mid at tlu; same time to check .exports. The im- 
porter finds his rupee will buy more of ii»»- forage 
monies than before, so imports are cheapened in 
terms of rupees. On the other hand, the exporter 
commonly sells his goods at prices fixed iu pounds 
sterling, or in dollars. Whilst exchange is actually 
rising, he loses on individual transactions (except 
in so far as he can cover his sales by opposite trans- 
actions), because ho realises payment some time 
after having made his purchase of goods for sale, 
and finds his sterling bill worth so much less in 
rupees. The rise of the exchange rate also affects 
sales, because the exporter is obliged to sell at the 
market price in the world’s markets, and this price, 
when translated into rupees at a higher exchange 
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rate, means a greatly reduced profit, or even a loss. 
The result is that the rise of the exchange rate 
depresses the prices of commodities of export, 
excepting only those for which India has an almost 
complete monopoly of supply. 

In the case of jute, lac, and other commodities, of 
which India is practically the only important pro- 
ducer in the world, the prices in the world’s markets 
are bound to rise in response to the rise of the rate 
of exchange. They did in fact do so in 1919, the rise 
of the price of lac during the later months of that 
year having been directly due to the rise of the Indian 
'exchange. In the case of a number of commodities 
of which India supplies a considerable part of the 
world’s supply, the rise of exchange has the effect 
of withdrawing from the world’s markets such part 
oi tie- limbi:; .-apply as was available only at com- 
paratively high prices ; and thus it has a partial 
•ofieci in rui-iiig < • world’s prices, in tin case of 
such commodities as hides, tea, rice, sandalwood, ami 
a manlier of others, the world cannot, get on for long 
without using India’s supply, and thus, as European 
and American stocks 1 become partly exhausted, the 
world price must rise sufficiently tod-raw from India 
the greater part of her former supply. On the oilier 
hand, in the case of commodity.-, of which India 
supplies but a small part of the world’s total supply, 
the price in the world’s markets wilt not respond to 
the rise of the Indian exchange, and the supply of 
these commodities from India may cease altogether, 
or can only he continued m a hover cu.m of production 
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—in other words, wages and profits must fall, or 
cheaper means of producing- the commodity must be 
found, as by introducing improved methods or 
machinery. 

Thus we have three classes of commodities : (1) 
Those in which India has a monopoly, and the price 
rises in the world’s markets to a degree equivalent 
to the rise of exchange ; (2) those in which India 
has a partial monopoly, and there is a rise of price 
in, the world’s markets sufficient to compensate par- 
tially for the rise of exchange ; and (3) those in 
which there is no monopoly and no resulting rise in 
the world’s market price, so that until the cost of 
production in India is reduced, its export trade 
in these commodities must be greatly reduced. The 
foregoing are the temporary and immediate effects 
of the higher exchange on the export trade and 
industries. The permanent effects will be examined 
later in this chapter. 

In the case of the import trade, a rise of the ex- 
change rate must at first prove embarrassing to 
certain Indian industries which make goods in com- 
petition with foreign supply ; for example, factories 
making soap and glass and iron and steel goods 
should theoretically find the competition of imported 
goods more severe after the rise of exchange. In 
actual fact, not much trouble was experienced 
in India from this cause during the period of high 
exchange in 1919 and 1920, because prices in most 
of the. world’s great industrial countries were rising 
concurrently with the rise of exchange, so the rise of 



SOME POPULAR FALLACIES 


299 


exchange did little more than keep the prices of 
many imported goods stationary, and the Indian 
producer had still a considerable margin of profit. 
When world prices started falling in the summer of 
1920, exchange was already on the downgrade. 

Permanent Effects of Higher Exchange 
The effects of the rise of exchange as just ex- 
plained, are fairly well understood by the commer- 
cial community. In actual fact the very heavy 
adverse balance of' trade during 1920 and 1921 has 
led to the fall of exchange to a figure lower than 
that corresponding with the old rating of Rs. 15 to 
£1. This has delayed the realization of the new 
currency system established by the legislation of 
1920, the object of which was to fix exchange per- 
manently at 2s. It may be supposed, however, that 
the adverse balaifee of trade will work itself out 
before the end of 1922, and that, if there be no revers- 
al of the Government’s policy within that period, 
exchange will gradually rise, with fluctuations. 
The rapidity and extent of the rise of exchange will 
depend upon many factors, including the revival of 
demand and the course of prices in foreign markets. 
An equally important factor, however, will be the 
internal level of prices ; and this will depend on 
the one hand on the activity of trade in India wiiich 
depends on the monsoon, and, on the other hand, on 
the volume of the rupee circulation. The latter is 
a more important factor than is generally realized, 
and falls naturally into two divisions ; the total net 
issue of paper currency, and the quantity of silver 
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rupees in circulation. If these hvo taken together 
are diminishing quantities relatively to the volume 
of trade which has to be financed prices tend to fall 
and the export trade Increases relatively to the im- 
port trade. 

Assuming that the present policy is maintained, 
that the paper currency circulation is further dimi- 
nished, not merely by the encashment of notes, but by 
reducing the notes outstanding against securities, the 
limitation of the total volume of currency must ulti- 
mately have a predominating effect upon exchange. 
By the expedient of contracting the rupee circulation 
Government could in course: of time force the 
exchange up to any level desired. 

It is not a discussion of the “ impossible ” or even 
the “ unlikely,” therefore, if we proceed to assume 
that Government might yet realize its declared policy 
of raising exchange to 2s, and maintaining it per- 
manently at that level. It is worth while fully to 
consider what would be the economic effect of this 
policy, and whether, as is feared in some circles, a 
permanently high exchange would have a prejudic- 
ial effect upon India’s commercial and industrial 
future. Wc have already examined the transitory 
effects produced by a rise in the exchange rate. 
These are of the nature of wlmt economists call 
“ short-period effects.” When the exchange rate 
has been altered and it stands permanently at a 
higher level, many economic re-adjustments take 
place which eliminate the transitory profits and 
losses which are characteristic of a period during 
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which exchange is rising. The permanent effects 
of a rise in exchange are somewhat obscure, and can 
only clearly be understood by comparing the situ- 
ation resulting from the higher exchange with the 
state of things which would have prevailed if ex- 
change had remained fixed at a lower level. 

Let us assume that exchange remains fixed for 
several years at Is. 4 d,, and is then rapidly raised to 
2s, and maintained at that level. When exchange 
is at Is. 4d. importers and exporters adjust their 
trade to that rate of exchange. The importer cal- 
culates whether when he has to pay Rs. 15 per £l, 
or Rs. 3 for one dollar (on gold basis), it is profit- 
able for him to import at the price quoted in England 
or America. If he sees a good profit he buys ; and 
the competition of importers doing the same brings 
down the price of the imported article in India to 
a level which corresponds with the price in England 
or America multiplied by the rate of exchange in 
terms <>f rupees. 

The exporter makes similar calculations. He 
ascertains the lowest price at which he can pur- 
chase the goods in India, converts into foreign cur- 
rency at the prevailing rate of exchange, and makes 
his offer to the foreign buyer on this basis. If the 
Indian price thus converted is low he will make a 
big profit ; and many other exporters will soon 
come into the business and raise the price of the 
goads in India and lower the price in the foreign 
markets in which they are being sold. 

In this way the prices of both imported and 
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exported goods in India become equated with, the 
foreign prices mixltiplied by the rate of exchange. 
Let ns assume now that the rate of exchange is 
gradually raised to 2s. and thereafter is permanent- 
ly maintained at that level. As we have already 
seen during the change some persons will profit and 
other persons will lose, according to the nature of 
the stocks of goods which they hold and their 
contracts and commitments. When these transitory 
effects have worked themselves ont the net result 
will be that prices in India will have readjusted 
themselves to the new level of exchange. Importers 
will still calculate in the same way, and will find 
that they can make a profit at a lower selling price. 
Competition of importers will therefore bring down 
the price in India in the same proportion as exchange 
was raised. Exporters will find that they cannot 
make a profit if they export goods bought in India 
at the prevailing level of prices. The export trade 
languishes, therefore, until the price of the Indian 
goods has fallen in India and risen in foreign 
markets sufficiently to counterbalance the new ratio 
of exchange. 

The effect of the high exchange is to reduce the 
prices in India, both of goods imported and goods 
• exported. But practically all goods may be either 
imported or exported. If the price of any kind of 
article does not fall when exchange is raised, that 
kind of article, or substitutes for it can be imported 
at a profit and thus its price will be forced down. 

It is clear therefore that when the higher level of 
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exchange is established and maintained unaltered, 
a reduction of the general level of prices in India 
must take place by a corresponding proportion. 
There is, in fact, an inexorable equation which must 
be satisfied. If P means price in foreign countries 
and p the price in India, and e the rate of exchange, 
then it must always be true in the long run that : 

P x e = p. 

This equation must be satisfied after the period 
which is necessary for the various economic adjust- 
ments to take place — say, two or three years. 

The meaning of the equation will be perfectly 
clear when it is expressed in figures. If we denote 
the price-level in foreign countries by 100 and in 
India by 1,500 when exchange is Is. id., we may 
write — 

100 x Rs. 15= Rs. 1,500. 

and, the new level of prices resulting from the rais- 
ing of exchange to 2s. will be Represented thus — 

100 xEs. I0=s Rs. 1,000. 

In other words the price-level in India will have 
fallen in the proportion of 150 to 100, or to two-thirds 
of its former level. 

It; may be said that this is quite a simple equation; 
but that it does not prove that Indian trade 
and industries will not be injured by the per- 
manently high level of exchange. No obvious proof 
can be given to a person who is not acquainted with 
the economic causes which determine prices. The 
price which tends to be established in any market 
is such as will call forth from the sources of supply 
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sueli a quantity per annum as will be absorbed bv 
tlie demand at that price. Various parts of the 
total supply are produced at dill ‘ring costs ot pro- 
duction ; also the quantity demanded becomes 
large the lower the price. Hence, there must be 
some point at which the two balance ; and this price 
will actually become established unless disturbing 
factors intervene* The establishment of a lower 
level of prices in India will gradually extend to ail 
kinds of goods and services. Wages will bo lower ; 
and even rents of land and houses, unless other eco- 
nomic forces, such as growth of population, over- 
ride the general effect of exchange. With trilling 
exceptions due to local or special causes the costs 
of production of all goods will fall in the same pro- 
portion as the general price-level. Thus, the f nil 
volume of the annual supply of the commodity will 
be maintained at the lower price, and the profits 
will bear the same proportion to the price as at 
the former higher price-level. When all the econo- 
mic adjustments have come about the relative prices 
of all £oods and services will be the same as they 
were at the higher price-level. All that will have 
happened will be that the purchasing power of the 
rupee in terms of quantity of commodity purchased 
will be increased in the same ratio that exchange is 
raised. Whereas now the rupee will buy only 2 
yards of Indian-made cotton cloth of a certain 
quality, it will then, with exchange at 2s., buy 3 
yards of the. same quality owing to the lower price 
level in India ; and the price of wheat will, on the 
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average of good and bad seasons, change from sis 
seers to nine seers for the rupee. When exchange is 
permanently high all work and trade will proceed as 
profitably as if exchange were low, the only differ- 
ence being a lower level of prices in general. We 
may remember tlie formula : High exchange, low 
prices ; low exchange, high, prices. 

The process of readjustment cannot, however, he 
equally smooth in all industries. Earlier in this 
chapter we distinguished different classes of indus- 
tries ; and we may enquire briefly how the economic 
readjustments, resulting from fixing and maintain- 
ing a high rate of exchange, will affect each class. 
The “ national monopoly ” industries, such as jute 
and lac, were, as we saw above, aide to protect them- 
selves by obtaining a corresponding rise in the. 
world’s market prices ; but this will be a temporary 
rise of price only, because with the lower general 
level of prices in India, the cost of production in 
these industries will gradually fall There is no 
real monopoly, because the multitude of producers 
of both jute and lac do not combine to maintain 
prices. By competition amongst themselves, their 
sale price will he reduced to the cost of production ; 
and this latter will fall to a level corresponding 
with the rate of remuneration prevailing for people 
of the same standard of living and having a similar 
degree of skill in other occupations. The cost of 
production, indeed, is bound to find its own level. 
The only obstacle to its falling would he found where 
rents of agricultural land were formerly below the 

’:V' ■ 2 b 



806 


SOME POPULAR PALL ACIES 

economic level and, having been raised, it would be 
difficult to get them down again. However, culti- 
vators of jute, cotton and similar export commodi- 
ties, have probably not been prospering- long enough 
for rents to be permanently raised. 

The industries of class (2), producing goods in 
which India has a partial monopoly, or a large share 
of the world’s supply, will be affected in a similar 
manner to the above described “national ” indus- 
tries ; and their cost of production will also settle 
down to the new general level of prices. The third 
class of industries, those in which India has no 
monopoly, will gradually recover their places in the 
world’s markets, as there will he a corresponding 
fall of the cost of production in those industries. 
The general economic law of international trade, 
called in its old fashioned statement “ the doctrine 
of comparative costs ”, comes into effect. Prices 
and costs of production must readjust themselves, 
so that the commodities which India can produce 
comparatively more cheaply than other commodities 
will take their place in the export trade of the 
country. This is true in the case of every com- 
modity up to a certain limit for its volume of pro- 
duction in the country — or up to a certain “ mar- 
gin,” as economists say, which is determined by the 
law of diminishing returns. 

■ The. net result is that, after the period of readjust- 
ment, which may take from three to five years to 
complete itself, ail the industries will bo in the same 
relative position to one another as before the rise 
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of the rate of exchange. This will undoubtedly be 
the general result, the only difference which may 
remain being the above mentioned case of rents, and 
such improved methods of production as may have 
been introduced into industries in the meantime, 
perhaps as the result of the need of more economical 
methods of production when the pressure of falling 
prices began. A further qualification is necessary 
if the above statements are to be scientifically ac- 
curate. Wherever in the foregoing paragraphs a 
fall of the level of prices or a lower cost of produc- 
tion is mentioned, it should be understood that 
world prices are considered to be stationary. It is 
only a relative reduction of prices and costs which 
is referred to, and such a relative reduction would 
take place if world prices continued rising, whilst 
prices and costs in India remained stationary. On 
the other hand, if world prices are falling, a relative 
reduction means a more rapid fall in India. 

Looking back over 4 lie foregoing arguments, we 
see that tin* gent ral result of establishing exchange 
at a permanently higher loud will be to give the 
rupee as the monetary unit a greater purchasing 
power than it would have had if exchange had not 
been raised ; but its relative purchasing power as 
between different commodities will remain unchang- 
ed. Hence, the* net result of the permanently higher 
exchange level is simply to cause an appreciation of 
the currency. The transition period is, of course, 
uncomfortable for all persons engaged in foreign 
trade, and partculariy for those producing for 
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export ; but when the transition is passed through 
they will be in the same position as they were before 
the change began. Those classes and persons may 
suffer loss and inconvenience during the inevitable 
period of transition, but they made great profits 
during the war before exchange was raised. 

In the foregoing arguments it has been assumed 
that exchange could be forcibly raised and main- 
tained. This, however, is an economic fiction, as 
Government learnt to its heavy cost in 1920. It is 
not strictly accurate to regard the exchange rate as 
capable of being varied at will, and to assert that 
the price-level must change in India in correspond- 
ing proportion. The price-level may indeed prove 
obstinate and refuse to come clown. In that case it 
would be impossible to maintain the high rate of 
exchange. 

In actual fact it will probably be necessary for 
Government to take action in regard to both vari- 
ables — the rate of exchange and the total volume of 
the rupee circulation. The contraction of the cir- 
culation must tend to bring down prices in India 
and that will tend automatically to raise exchange. 
Artificially raising the rate of exchange by the 
sale of Reverse Councils tends to reduce the circu- 
lation in India, if the currency notes paid for the 
Reverse Councils be cancelled, or if 'rupees o r gold 
be withdrawn from circulation or from the Paper 
Currency Reserve by the transference of funds of the 
Gold Standard Reserve to India. In those ways 
both results will be brought about at the same time, 
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namely, a higher rate of exchange and a lower price- 
level in India. Tins is the only way in which the 
policy of a permanent 2s. exchange could he brought 
into operation. 

There are many economic truths which are clear 
as daylight to economists practised in the study of 
the theories of exchange and prices, but which are 
very difficult to explain clearly to the popular 
reader. It is to be hoped, however, that anyone 
who has carefully followed the reasoning of the 
foregoing pages will be convinced that once the rate 
of exchange had been raised as just described, and 
all the economic readjustments had come abont, no 
permanent economic burden would be laid upon India 
thereby. Stated briefly there would be fewer rupees 
in circulation, and each would buy more thau it 
did before. Indian capital would be worth fifty per 
cent more in repayment of foreign debts and when 

invested abroad ; and the currency system would 

have the advantage of being more adequately pro- 
tected against disturbance by the rise of the price of 
silver. 
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THE PEICE OF BAR SILVER. IN LONDON. 


fear. 

Average 
annual 
price 
of Silver 
in London 
per ounce. . 

Year, 

— — ~ — ‘ T' 

Average 
annual 
price ! 

of Silver 
in London 
per ounce. 

Year,. 

Average 
. annual 
: price of 
Silver in 
London ' 
per ounce. 


Pence. 


j 

Pence, j 


Pence. 

1845 

59} 

1861 

60H 

1877 

54}} 

1846 

59* ^ 

1862 

61* 

1878 

521 

1847 

5911 

1863 

61} 

1879 

51} 

1848 

50-! 

1864 

61 1 

1880 

52} 

1849 

50} 

1865 

61* 

1881 

511 

1850 

61* 

1866 

61} 

1882 

51 H 

1851 

61 

1867 

60* 

1883 

j BO* 

1852 

60! 

1868 

60! 

1884 

| 50}|, 

1853 

61! 

| 1869 

60* 

1885 

48* 

1854 

61! 

; 1870 

60* 

1886 

45} 

1855 

61* 

j 1871 

60! 

1887 

m 

1858 

61* 

'M 

t- 

00 

r-i 

60* 

1888 

m 

1857 

61} 

1873 

50* 

1889 

j 42}} 

1858 

61* 

1874 

58* 

1890 

47} 

1859 

62* 

1875 

561} 

1891 

45* 

1860 

6111 

1876 

63} 

1892 

38} 
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Appendix I —contd. 


Year. 

Average 
annual 
price of 
Silver in 
, London 
per ounce. 

Year. 

Average 
annual 
price of 
Silver in 
London 
per ounce, j 

Year. 

Average 
annual 
price of 
Silver iu 
Londom 
per ounce. 


1 

| Pence 


Pence. 


Pence. 

1893 

35^ 

1903 

24* 

1913 

27* 

1894 

2811 

1904 

2611 | 

1914 

2&i 

1895 

2911 

1905 

27 si : 

| 

1915 

23 11 

1896 

f m 

1906 

30 J ; 

1916 

81 i 

• 1897 

j:; »*■':■[ 

1907 

30* 

1917 

40* 

1898 

261! ] 

1908 

241! | 

1918 

47| 

1899 

j 27* | 

1909 

23 1| | 

1919 

57 

1900 

28* ! 

1910 

24 SI j 

1920 

(ill 

1901 

j £7 « j 

1911 

241!- | 

1921 

3C>- 

1902 

1 24* j 

1912 

28* ! 
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FORMS OF II UNO IS. 

There is an ancient customary form in which hundis are drawn, 
which varies hut little in essential wording throughout India. There 
are u usance ” hundis, due after a certain lapse of time, which are 
usually drawn payable at 60 or 61 .days after sight, and “ demand** 
hundis, payable on demand like cheques hut drawn by the creditor, and 
equivalent to ** sight 1>ills ** of European commerce. The forms of both 
are full of curious compliments and archaic expressions. An example of 
each kind is given here, with a literal translation. The statement of 
half the amount payable is inserted ho as to make fraudulent alteration 
more difficult. 

Usance Hunm. 

To Sidh Sri Indore maha sulk $u tank hhti Jin JBahsh Madho 
I.al lik 'hi TJjjatn se Ra m Bib art Lai ha ' Ram Ra m lunch mu 
Appmnch Jlmidi 1 rupia 2/00 anhre .partite san jiska nimn rupia 
sarhe bara sau hi thma pnra at he rah ha. The Bank (/Indore Limited 
pas miti Blunlma sudi 8 se din 60 sath piehhe name sah jmj Timid i 
chalan kaldar dija miti Bhadwa sudi 8 Smucat 1978 » 

Literal Translation. 

To the most propitious place Indore Messrs. Ala Bakhsli and 
Madho Lai written from Ujjain Bam Bihari Lai sends greetings* 
Furthermore one 1 hundi for rupees 2,500 In words twenty-five hundred 
the half of which is twelve hundred and fifty pay double of this to 
the Bank of Indore, Limited, from Bhadwa sudi 8 after 00 days in 
current money with Emperor* s head after due inquiry. Bhadwa sudi 
8 Samvat 1978 . 

In tills ease Bam Bihari Lai of Ujjain is the drawer, Messrs. 
Ala Baksh and Madho Lai of Indore are the drawees, who owe the 
money, and the Bank of Indore the payee. The date is given in the 
Samvat calendar as sudi 8 in the month Bhadwa of the year 1978 of the 
Samvat era, which is equivalent to the 9th September, 1921. The first 
date is that from which the hundi is current, and the second the date on 
which It was drawn, in this cose the same. The original bears the 
drawees* acceptance, the signature being written across. 

f Meaning “ original/* not duplicate. 
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Appendix II — contd. 

Demand Hdndi, 

&/< pi sidk Cawnporc sub hast han shri j mini hhai .Ram Lai Mar 
JSfarain jog likhi Pragp mMam Satk Clmuiu Lai hi Earn Mam 
hanehna. Age Innuli k Ua &fc ap npa * hi a rupia 500 ankan pamk mu 
he nime do mu pachas he dkun-e purr dena. Yahan rah ha- bhai im- 
perial Bank .of India, Allahabad mle : :ke ; ,mU% kaiik sudi ter as m 
pmhunchi dam dhani jog bina jahia rupia bajar ckalan hundi i t rit 
thikane laaam dam tfmukas har dena. ' Atiti knar sudi Eras Sam oaf 

ms. 

Li tee ad 'Tea mum ion, ■ 

To the auspicious, place Cawnpore this good letter is written from 
Fra jag. To Messrs. Ham Lai, Har Narain, Messrs. Ham 'Hath, 
Chandu La! send greetings. We Lave drawn cm you this one hundi for 
1 ■ h. 500, in words Kupees Five Hundred, half of which is B-upeea 
Two Hundred and Fifty, the full double of which pay here to Messrs, 
the Imperial Bank of India of Allahabad, on demand alter Knar $udi 
ferns which please pay to the known parly without commission in the 
current currency of the place after making careful enquiry. Dated 
Knar Sudi teras Sam vat 1978. 

11m phrase “ in the current currency of the place ” is a relic of the 
eighteenth and early nineteenth centuries when the direst confusion pre- 
vailed in the currency, and rupees of different weights, and other coins, 
were current in different, parts of India. 


APPENDICES 


814 


Appendix III. 

Statement of the Affairs of the Imperial Bank, of India on ike isOih 
December, 1921 , 


LIABILITIES. 

■ . Bs. 

1,000's. 

Subscribed Capital 

11,23,06 

Capital paid up... 

5,62,24 

Besorve 

3,91,79 

Public Deposits 

6,79,99 

Other Deposits... 

64,90,62 

Loans against securities per 
contra 

39,91 

Contingent liabilities 


Sundries 

1,89,45 


ASSETS. 

lftOO’B. 

Government Securities 

11,12,16 

Other authorised securities 
under -the Act ... 

1,82,59 

Loans ... 

18,67,43 

Cash Credits 

85,25,8*-> 

Inland bills discounted and 
purchased ... 

10,28,88 

Foreign bills discounted and 
purchased ... 

m 

Bullion ... ... 

9 

Deadstock 

2,36,98 

Liability of constituents for 
contingent liabilities per 
contra* 


Sundries ... 

8), 73 


: Balances with other bank® ... 16,01 

89,08,16 

' Cash ... ... ... 13,55,84 


Bupeos ... 83,54,00 ; Btipece ... 88,5-4,00 


The above balance sheet includes— 

it (£. 

Deposits in London : ... ' ... ... ; .... 42,400 8 o 

Advances in London ... ... ... 344,500 O O 

Cash and balances at other Banks in London ... ... 82,104 o O 

N. M. MURRAY, (Otfy.), 

Managing Governor. 

Bank rate 7 per sent. 
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The weekly statement of the Imperial Bank is a balance sheet ; but 
the corresponding items are named and arranged differently from those 
of the ordinary bank balance sheet described- in Chapter YX (see pages 44 
to 59). On the Liabilities side the -Beserve ■ fund is merely called, 
“• Besom'”; the Public •Deposits'**' moans, the. •• deposits of Government 
and w Other Deposits-** those . of the. public. . -. <¥ Loans against securities 
per contra 3 * represents sums which the Bank- has borrowed against some 
of its “ Government ' securities,” or “ other authorised securities under the 
Act,** .included in the totals on the Assets side. et Sundries **■ means 
miscellaneous 1 i abi litres. 

On the Assets side “ Government securities,** represent the invest* 
meats made by the Bank in Government' loans. ** Other autho- 
rized- securities under the.- Aei- ,s are the Bank's investments 
in Municipal, Pori Trust, and other loans or debentures which the 
Brink is authorised lo invest in under the Act. Balances with other 
1 kinks ** am balances of the accounts opened with other Banks to facilitate 
'iadketipn:{.u.id payment; of cheq.iies v 'ete., (seepage 89). H Bullion ** is the' 
amount < f Gold and/or Silver held by the Bank. u Cash *’ represents the 
balance of cash in hand. These five -items taken' together would consti- 
tute the Reserve ” of an ordinary commereial bank as described at the 
bottom of page 48; but for a- central bank, such, as the Imperial Bank/ 
the cash reserve Is the important item. The figure of percentage stated 
at the foot, namely, 18*82, is the percentage which the cash (!8f erores) 
bears to the 44 outside ** • liabilities, - namely,- the deposits, loans and 
sundries* which total Rs. 74 etores:' ami it is very carefully watched^ 
The bills discounted and purchased arc stated as in the usual bank 
balance sheet, except for the distinction of foreign from inland bills. 
The smallness' of the amount of foreign bills is due to the restriction 
in the Act against undertaking exchange business for the public (gee 
page 82). * f Dead-stuck** / means-' the . Bunk's --'premises,- furniture and 
.moveable property (other than money and bullion), which are probably 
taken in at less than its market value; and st Sundries ” includes a 
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Abstract of Accounts of the Department of Issue of Paper Currency 
on the 22nd February, 1920 , 



f it) Nominal value- -Kv. ,roo of rupee paper and B>. Indian Treasury Bills. 

(if ^Nominal value— Rs. R*i,rs^r»,<-'OK' 

(e) XncJnditisr Treasury Bills imrelmsed under Section 3, Avi XI of UT?, us amended 1»v Aet VI of 10IB and Act II 
of I91D. 
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LIST OF BOOKS. 


L— Books belaying to India. 

(I) Indian. Finance and Banking l>v CL Findlay Shi min 
( M acmillan & Co., Ltd., London). 191 9. 

(I) Indian Currency and Finance by J. M, Keynes (Mactnillan 
& Co., Ltd , London). 1913. 

(3) Indian Currency and Banking Problems by Taimau and 

Shah. 

(4) The Future of .Exchange and the Indian Currency by 

H. S. jevona (Oxford II n iversity Press). 1922. 

(5) Catalogue of the Coins in the Indian Museum , Calcutta.— * 

Vol. I by V. A, Smith. 

Vol. II by H. H. Wright. 

II.—Genebal Books. 

(1) The Mechanism of Exchange by J. A. Todd. (Oxford 

University Press). 1917. 

(2) Money by D. K inlev (The Macmillan & Co,, New York). 

I9i3. 

(3) Money and the Mechanism of Exchange by W. 8. devoirs 

(Kogan Paul A. Co,). 1875. 

(4) The Purchasing - • Power of Money by Irving Fisher (The 

Macmillan Company, New York). Revised edition, 1913. 

(5) Money, Exchange and Banking by H. T. Easton, (Pitman). 

(6) The Meaning tf Money by Hartley Withers (Smith Elder 

& Co.). 1915. 

(7) J* B, C\ of the Foreign Exchanges by CL Clare (Macmillan). 

1911. 
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favourable, 192 seq. 

Balances, Government minimum, with Presidency Banks, 156, 
Balance sheet, Assets in a, 44, 46. 
liabilities, 44, 46. 
of a Bank, 43 seq. 
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Dividend, interim, 58. 

Double standard, Indian Currency on the, 
in 1920, 247. - 

Drn ft. Banker’s, 92. 
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in 1020, 220 seq. 
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money facilitates, 2. 
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sale by Government in 1919-20, 240 seq. 
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price, 9. 
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net circulation of currency, 164. 

one rupee, 25. 
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^Readjustment, process of, at high rate of exchange, 304* 

Bemittances, inland, 84-101. 
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